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Vacation means school-free days for 
millions of children. To their teachers, 
however, vacation time means school 





days at their own expense and therein 
lies their tax problem—‘When Are 
Summer School Expenses Deductible ?” 


by Leevern Johnson. ° 


The University of Kentucky recently 
held its Second Kentucky Institute on 
Accounting, and we secured two of the 
papers dealing with taxation — “The 
Revenue Act of 1950” by W. Waller 
Grogan and “Judicial and Administra- 
tive Trends in Federal Income Taxa- 
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Dispute on Standard Deduction 
Sir: 


Reference is made to the article entitled 
“How Standard Is the Standard Deduction 
on Short-Form 1040” appearing in the May 
issue of TAXxEs, pages 367 and following. 


On page 367 it is stated that “The stand- 
ard deduction equals ten per cent only at 
the mid-point of each bracket. ; 

the amount of the standard deduction 
involved is greater than ten per cent if the 
adjusted gross income lies above the mid- 
point of its bracket and is less than ten 
per cent if the adjusted gross income falls 
below the mid-point.” 


It is submitted that the foregoing quota- 
tion is so wrong that the converse of it is 
true—that the standard deduction involved 
is less than ten per cent if the adjusted 
gross income lies above the mid-point of the 
bracket and is greater than ten per cent 
if the adjusted gross income falls below 
the mid-point. 


The reason why the deduction might seem 
to be greater in the upper part of the 
bracket and less in the lower part is that 
the tax is computed as though the taxable 
income is equal to the figure at the mid- 
point of the bracket. Thus, persons in the 
upper part of the bracket are not taxed 
upon that part of their income which ex- 
ceeds the mid-point, and those in the lower 
part are taxed upon income they don’t 
have to the extent that the mid-point ex- 
ceeds their taxable income. 


Joun B. ComMan 
New York CITY 


It’s a Case 
of Using the Word Too Often 
SIR: 


Knowing how often the word “case” is 
used in legal phraseology, I thought you 





might be interested in the following refer- 
ence from Perrin, An Index to English (Chi- 
cago, Scott, Foresman & Company): “Some 
of the commonest bits of deadwood in writ- 
ing are various locutions with case. They 
are wordy and keep the real person or situa- 
tion or thing (whatever the ‘case’ stands 
for) one construction away from the reader. 


“These quotations, some from student pa- 
pers, some from published articles, show 
how easy it is to let an unneeded case slip 
into careless writing. 


“Drinking went on very moderately ex- 
cept in a few scattered cases.’ [Written of 
a convention. The ‘cases’ would be dele- 
gates?] 


ee 


but that does not happen to be 
the case [but that isn’t true]. In many cases 
a corporation may wish to carry on only 
one type of business and in such a case it 
is necessary for such a. charter to be ob- 
tained in a state where this particular line 
of work is to be carried on.’” 


BoNNIE BATES 
ANN ArBor, MICHIGAN 


The Loud Silence 
Sir: 


In each issue of your magazine you report 
those decisions in which the Commissioner 
acquiesces and those decisions in which he 
issues a nonacquiescence. I do not remem- 
ber, however, seeing anything written about 
the unfairness of the Commissioner’s inac- 
tion when he fails either to acquiesce or 
to nonacquiesce in a decision. 


H. J. LittLe 
CHICAGO 


[The subject is open for grabs—would 
anybody like to write an article on the sub- 
ject?—Editor.] 
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Tax-Wise 


Meetings of Tax Men 


Tax Executives Institute, Inc.—At a re- 
cent meeting of the Syracuse Chapter of 
the Tax Executives, Inc., held in Syracuse, 
officers were elected to take office for the 
year beginning October 3, 1951. They are 
Lawrence F. Spaulding, president; Roderic 
F. Wilder, vice president; Bernard J. Whit- 
bread, vice president; Chester W. Sims, 
secretary; and George A. Small, re-elected 
treasurer. Albert E, Latimer and Clifford 
D. Boysen were elected directors for a term 
of three years, and Mr. Boysen was elected 
national director. 


Tax Reduction Bond Plan 


In an address before Town Hall of 
Los Angeles, Dean Neil H. Jacoby of the 
School of Business Administration, Univer- 
sity of California, Los Angeles, suggested 
an approach—quite appropriately called 
the tax reduction bond plan—to the so- 
lution of the price-inflation problem. The 
following is a digest of his proposal. 


HE ESSENTIAL FEATURES of the 
tax reduction bond plan can be stated 
in the following four points: 


First, Congress should increase personal 
income tax rates by X percentage points in 
all brackets of income now subject to tax, 
and should label this addition as a defense 
tax. (X may be 5, 6, 7 or any other per 
cent we choose.) 


Second, Congress should provide that a 
taxpayer may deduct from his tax liability, 
up to the full amount of the new defense 
tax, the amount of tax reduction bonds that 
he elects to purchase from the Treasury. 


Third, Congress should direct the Treas- 
ury Department to issue a new series of 
bonds to be known as tax reduction bonds. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


These would be nonmarketable, non-ne- 
gotiable bonds, available for purchase only 
by persons who take credit for the amount 
purchased against their defense taxes. They 
would not be cashable by the buyer before 
January 1, 1954, excepting to meet specified 
personal emergencies. They would be re- 
deemable thereafter, at the option either of 
the holder or of the Treasury Department. 
They would carry an interest return to the 
date of their redemption comparable to the 
approximately 3 per cent available on sav- 
ings bonds. 


Fourth, Congress should provide that em- 
ployers shall withhold full amount of the 
estimated tax liabilities of their employees, 
including defense tax. At the direction of 
an employee an employer shall use up to 
the full amount of the employee’s defense 
tax withholding to purchase tax reduction 
bonds in his name. Thus, the full increased 
amount of money withheld from wages and 
salaries would be paid currently to the 
Treasury. The sale of tax reduction bonds 
would be integrated with present income 
tax collection machinery. 


At first glance, the tax reduction bond 
plan may appear to be a novel, even a 
radical, proposal. Critics may ask: Does 
the federal government really need more 
revenue? Cannot price inflation be pre- 
vented by present, or more stringent, direct 
controls of wages, commodity prices, man- 
power and materials? Others may inquire: 
Why not simply impose heavier income 
taxes on the public? Why not launch a 
really intensive “highpressure” campaign 
to sell present savings bonds? To answer 
these questions is to demonstrate the su- 
periority of the tax reduction bond plan 
over the available alternative methods of 
curbing price inflation. 


First of all, let us recapitulate very briefly 
some familiar facts and arguments with 
which I shall assume you generally agree. 
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The salient economic problem before the 
United States is to expand production as 
rapidly as possible to meet the requirements 
of the enlarged military establishment con- 
sidered necessary in the present state of 
world affairs. This must be done in a fully 
employed economy without generating fur- 
ther price inflation and subsequent eco- 
romic instability. 


The basic solution to this problem is to 
reduce consumer demand during the next two 
or three years below what it would other- 
wise be. It appears that the necessary re- 
duction is of the order of $15 to $20 billions 
annually. Our main strategy must be to 
curb the monetary demand of consumers, 
while maintaining strong incentives for 
maximum productive effort. 


1. is a strong prima-facie case for 
maximum reliance upon indirect economic 
controls (higher taxes, savings programs, 
general restrictions on bank credit) during 
the present preparedness program. Indi- 
rect controls leave consumers a wide area 
of choice in spending their income. They 
are more likely to result in larger consumer 
satisfactions than are realized under a net- 
work of price and rationing directives. They 
deal with the cause of price inflation. They 
are inexpensive to administer and they are 
effective. Our experience during World 
War II should have convinced us that di- 
rect controls of wages will not in practice 
prevent substantial increases in take-home 
pay. Nor will price ceilings prevent real 
price inflation in the form of curtailment of 
services by vendors, down-grading of quality, 
“tied deals” or “black” or “grey” markets. 


The present prospect is that, within the 
next two or three years, the national mili- 
tary establishment will have been expanded 
to the point where, barring a world war, 
federal expenditures may safely be reduced 
to the level that will maintain it. The 
“pipelines” of supply will have been built 
and filled. We shall probably have passed 
over the “hump” of increasing federal out- 
lays and will enter a period of declining 
government expenditure. At that time, the 
strategic economic problem may well be a 
deficiency of aggregate demand for the out- 
put of our enlarged industrial facilities. 
Possibly, we may again have to face the 
question of stimulating consumer demand 
during 1954 or later. The tax reduction 
bond plan provides a method of scheduling 
consumer expenditures in the interest of 
economic stability. 
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The salient economic objective is to pre- 
vent further price inflation during the 
period of increasing federal expenditure, not 
to achieve a balance or a surplus in the federal 
budget during the next two or three years. 
This is a vitally important distinction, over 
which there is much confusion. The pre- 
vailing sentiment, both in and out of Wash- 
ington, is that taxes should be increased to 
cover, at least, the prospective budgetary 
deficit of $13.5 billions forecast by Secretary 
of the Treasury Snyder for the fiscal year 
1952. Pay-as-you-go is the slogan of the 
day. The belief is widely held that the 
source of inflationary pressure will have 
been stopped, if only the federal budget is 
balanced. 


The plain fact is that a balanced federal 
budget provides no guarantee against fur- 
ther price inflation. Last year prices soared 
despite a federal budget that was not only 
in balance but which was generating a 
large surplus on a consolidated cash basis. 
The tax reduction bond plan will effectively 
curb consumer expenditures, and therefore 
price increases. 


Personal income tax increases of the 
magnitude necessary to deal effectively with 
inflation—that is, of the order of $15-$20 
billions per annum—would assuredly have 
a dampening effect upon the people’s pro- 
ductive effort. Already there is a popular 
impression, which is partly irrational, that 
present and prospective income taxes will 
take so large a share of any increase in 
money incomes that one is foolish to work 
longer, or harder, because much of the 
fruits of extra effort will be appropriated by 
the government. It is impossible to meas- 
ure this factor. Yet there is much evidence 
that we have reached a point where further 
large increases in personal income taxes 
may seriously curtail productive effort. 
Such reactions would be contrary to the 
public interest, which requires maximum 
effort from everyone. The tax reduction 
bond plan deflates expenditure without re- 
ducing incentives. 


etch gees METHOD of curbing infla- 
+A tion is to induce the public to save more 
money out of current incomes and to invest 
it in present types of government securities. 
The tax reduction bond plan provides the 
strongest possible incentive to defer con- 
sumption and purchase federal bonds. Out- 
right compulsory saving is avoided. Yet 
one may safely predict that few taxpayers 
would fail to reduce their income taxes by 
buying bonds. (Continued on page 686) 
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New Commissioner 
of Internal Revenue ... 


No Definite Action 
on Revenue Bill 


Washington Tax Talk 


Our Cover 


Our cover this month features the new 
Commissioner of Internal Revenue. His 
nomination was confirmed by the Senate.on 
July 18, and he will take office August 1, 1951. 


Like his predecessor, George J. Schoene- 
man, John B. Dunlap is a career employee 
of the Bureau of Internal Revenue. He en- 
tered the government service in 1933 as a 
Zone Deputy Collector for the Bureau of 
Internal Revenue at Dallas, Texas. From 


1934 to 1935, he served as Assistant Chief of . 


the Field Division in Dallas. He was pro- 
moted to the position of Chief of the Field 
Division in 1935, and served in that capacity 
until he entered the United States Army in 
1940. He returned to the Dallas office in 
1945 as Assistant to the Collector and was 
made Internal Revenue Agent in Charge of 
the Dallas office on January 31, 1950. He 
served in that capacity until April 29, 1951, 
when he was sent to Washington, D. C., to 
head the Bureau’s newly instituted tax fraud 
drive, which had been established on March 
18, 1951, as a result of the Senate hearings 
on organized crime in the United States. 
This special fraud section has been investi- 
gating the tax returns of racketeers and of 
other criminals throughout the United States. 

Mr. Dunlap, a brigadier general of the 
Twenty-second Armored Division of the 
Active Reserves, entered the Army in 1940 
with the rank of major with the Texas 
National Guard cavalry brigade. With the 
rank of colonel, he was in charge of intelli- 
gence and operations in the planning of the 
invasion of the Kurile Islands, one of the 
top secret actions of World War II. He 
holds the Legion of Merit medal from the 
United States Army and the Mexican Medal 


of Military Merit for service on the Mexican 
border. 


Congress 


The proposed new tax law is in the hands 
ot the Senate Finance Committee which is 


Washington Tax Talk 


holding hearings. Various business groups 
are giving testimony. There seems to be no 
rush on the part of the Senators to get the 
bill to the floor. The Senate Democratic 
Policy Commission, however, has reaffirmed 
its intentions to obtain passage of a tax bill 
before any Congressional recess. 


The Secretary 


Since the inception of the Treasury’s 
Mmanagement-improvement program, a great 
number of improvements in service and 
ecoiiomies in operation have been made, 
especially in the Internal Revenue Service, 
through mechanization, decentralization of 
activities, new techniques of audit, work- 
simplification programs and an _ incentive- 
awards program. During 1951, it operated with 
4.5 per cent fewer employees than it had four 
years ago, despite the fact that there has 
been a 5 per cent increase in number of 
taxpayers, a 37 per cent increase in number 
of returns investigated and a 29 per cent 
increase in collections. 


Another improvement being immediately 
undertaken is the establishment within the 
Internal Revenue Service of an organization 
to provide, at the Commissioner’s level, a 
stricter supervision of the activities of per- 
sonnel. With this closer supervision, it is 
expected not only to maintain and consoli- 
date the gains that have been made as a 
result of the highly intensive management- 
improvement program but confidently ex- 
pected to realize still greater gains through 
improved personnel utilization. 

Mr. Edgar E. Hoppe, a member of the 
Commissioner’s management staff, has been 
named Director of the Inspection Service. 
Mr. Hoppe has been with the Bureau of 
Internal Revenue for 22 years and has 
served in numerous responsible capacities, 
both in Washington and in the field. He is 
at present on an important assignment in 
Germany and will assume his duties imme- 
diately upon his return. 
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The Supreme Court 


Certiorari has been applied for in the 
following cases: 

S. Klein on the Square v. Commissioner, 
51-1 ustc | 66,010. A corporation was not 
an “acquiring corporation” entitled to use 
the base-period income of a sole proprietor- 
ship predecessor (Sections 741-742) where 
the business was transferred to the corpora- 
tion by the sole proprietor’s estate. 


Lilly, 51-1 uste § 9227. An optical com- 
pany was denied a deduction, as against 
public policy, where amounts were paid to 
oculists out of charges to customers who 
were patients of the oculists. 


Lykes, 51-1 ustc J 9268. (1) The cost of 
contesting a gift tax deficiency was not de- 
ductible as a nonbusiness expense under 
Section 23 (a) (2); and (2) the period for 
filing an appeal ran from the date on which 
the district judge ordered judgment to be 
filed, not from the date of his memorandum 
decision. 


The Commissioner 


The Commissioner acquiesces in the fol-. 


lowing decisions: 


Differential Steel Car Company, CCH Dec. 
18,131, 16 TC —, No. 52—(1) Amounts 
paid to the taxpayer’s principal stockholder, 
who was also the inventor of the patented 
features used in the taxpayer’s products, 
were royalties, not dividends; (2) the sale 
of specially designed haulage equipment 
used in business prior to sale resulted in 
capital gain; and (3) invested capital was 
increased as the result of the payment of a 
second mortgage judgment against a plant 
acquired by the taxpayer’s predecessor. 


Schulz, CCH Dec. 18,128, 16 TC —, No. 
50.—Only part of the expenses incurred in 
entertaining customers was deductible by 
a manufacturer and importer of fine watches. 


Shumlin, CCH Dec. 18,129, 16 TC —, No. 
51.—The taxpayer was entitled to deduct an 
item for traveling, entertainment and busi- 
ness expenses, of which a certain designated 
amount represented estimated cash outlays. 


Weeks, CCH Dec. 18,081, 16 TC —, No. 
33.—The net premium, rather than the gross 
premium, was to be used in determining 
taxability of an employee resulting from the 
employer’s purchase of an insurance policy 
for the taxpayer-employee. 


(Continued on page 696) 


Acme 


George J. Schoeneman (left), who has resigned as Commissioner of Internal 
Revenue, briefs John B. Dunlap, whom President Truman has. chosen to succeed him. 
Mr. Schoeneman has spent 42 of his 62 years in government service. 
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The Powers of Appointment Act 


By ABRAHAM S. GUTERMAN 


THE 1942 ACT AMENDMENTS PROMPTED ENACTMENT OF NEW 
RULES IN THE 1951 ACT. THE AUTHOR IS A MEMBER OF THE 
LAW FIRM OF HESS, MELA, SEGALL & POPKIN, NEW YORK 


= HE Powers of Appointment Act of 1951 
became law on June 28, 1951. Its pro- 
visions do not make light summer reading 
and can be properly understood only in the 
framework of the provisions of the Revenue 
Act of 1942 which it supersedes and the 
law as it stood prior to the 1942 act. 

Prior to the Revenue Act of 1942, an 
estate tax was imposed on property passing 
under the exercise of a general power of 
appointment and a gift tax was imposed on 
the exercise or release of a general power 
of appointment. For estate tax purposes, 
there were three elements required for 
taxation: 

(1) The power had to be general, which, 
in the absence of any statutory definition, 
imported into the law the common law 
definition of a general power; 

(2) The decedent had to exercise the 
power, mere right to exercise the power 
being: insufficient for taxation; and 

(3) The property must have passed to 
the donees of the power pursuant to the 
exercise, so that if the donees of the power 
under an exercise renounced their rights, 
thereby permitting the property to pass as 
if in default of appointment, the property 
was not subject to taxation, since it was 
not considered to have passed to the recipients 
under the exercise of the power. 

The Revenue Act of 1942 introduced an 
entirely new method for estate taxation of 


‘By P. L. 635, 80th Congress, a power to ap- 
point created by a will executed before October 
, 1942, was to be considered a pre-existing 
Power if the testator died before July 1, 1949, 


The Powers of Appointment Act 


powers. Powers became taxable if they 
were owned at the time of death, regard- 


‘less of whether they were exercised or not, 


and two types of powers were excluded 
from taxation: (1) a power to appoint 
within a certain statutory limited class; (2) 
a power to appoint within a restricted class 
if the donee of the power had no beneficial 
interest of any kind in the property subject 
to the power (this had primary reference 
to a power exercisable by a fiduciary). Even 
the excepted powers lost their immunity 
from tax where they were exercised by the 
creation of a further power of appointment. 

With respect to persons who found them- 
selves on the date of enactment of the Reve- 
nue Act of 1942 with taxable powers of 
appointment as defined under that law,’ an 
opportunity was afforded to give up such 
powers of appointment in whole or in part 
without liability for gift or estate tax attach- 
ing because of such release. The period 
during which such permissible release could 
be effected was originally to July 1, 1943, 
and the gift-tax-free period was extended 
periodically, the last extension expiring on 
July 1, 1951. 

A further effort to protect powers exist- 
ing prior to the 1942 act was embodied in a 
provision specifying that the 1942 amend- 
ments were not to apply to a pre-existing 
limited power as understood at common 
law, that is, a power exercisable in favor 


without having republished his will by codicil 
or in any other way after October 21, 1942. 
The Powers of Appointment Act of 1951 con- 
tinues this provision in force. 
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of persons other than the decedent, his 
estate, his creditors or the creditors of his 
estate, unless decedent actually exercised 
the power subsequent to the 1942 act. Even 
a pre-existing general power was not to 
be taxable under the 1942 act if the donee 
was under a legal disability to release the 
power before the extension date for such 
releases, if the donee actually released the 
power before the extension date or if the 
decedent died either prior to the extension 
date or during the period of disability or 
before six months after the termination 
thereof, and if in each case the power was 
not actually exercised. The only change in 
treatment of a pre-existing general power 
where release was not made before death 
or before the disability period specified that 
if the power was exercised, it was taxable 
even if the property did not pass to the 
named beneficiaries of the power by reason 
of their renunciation.’ 


The 1942 amendments were designed to 
give recognition to the fact that broad 
powers of appointment, even though not 
within the common law definition of a gen- 
eral power of appointment, were substan- 
tially equivalent to ownership. The amendments 
came about as a result of the incongruity 
of treatment of this type of right of dis- 
position of property as against other rights 
under the estate tax which had been swept 
into the category of substantial equivalent 
of ownership. The form of the 1942 amend- 
ments created certain burdens in dealing 
with powers of appointment which were 
not consistent with the general recognition 
of their importance and utility in the dis- 
position of property. Thus, for example, 
the amendments granting immunity from 
taxation to a nonbeneficial power exercise- 
able by a fiduciary were found to preclude 
in many cases, except under the most awk- 
ward limitations, the naming of executors 
and trustees who might be closely related 
to the decedent. Because such fiduciaries 
frequently had some kind of contingent 
interest in property subject to the power, 
there was a possibility of estate tax on the 
property subject to the power in the fidu- 
ciary’s estate. In some cases, will draftsmen 
were impelled to exclude the participation 
of such close relative in the exercise of any 
power and to confine the exercise of such 
power to so-called disinterested trustees, 
that is, usually persons unrelated to the 


2 Sarah V. Moran, CCH Dec. 18,238, 16 TC —, 
No. 100 (1951). 

’ The new law is declared to be effective as 
if it were enacted on the date of enactment of 
the 1942 act, that is, October 21, 1942. Thus, its 


decedent. This problem was aggravated by 
the fact that a mere right to invade prin- 
cipal in favor of a beneficiary was by 
regulation swept within the category of a 
power of appointment, so that the common 
provision in a will of this kind created 
serious dangers of taxation, unless the 
particular beneficiary came within the limited 
statutory group in whose favor powers 
could be held without estate taxation or, as 
indicated above, unless the right to act 
in favor of the beneficiary was confined to 
disinterested trustees. The question of how 
remote an interest a fiduciary might have 
and still be subject to the danger of estate 
tax on a fiduciary power became a subject 
of much discussion and controversy. This 
area obviously called for a statutory change, 


Another problem that arose in connec- 
tion with the 1942 amendments was the 
absolute subjection to taxation of any power 
in a case where the donee of the power 
created a further power. This provision 
was primarily designed to avoid, without 
violating, the provisions of certain state 
laws whose rules against perpetuities per- 
mitted the indefinite creation of powers of 
appointment from generation to generation. 
In this way property could be indefinitely 
taken out of subjection to estate tax. In 
the effort to circumvent this result, certain 
other types of dispositions were swept 
within the purview of estate taxation. For 
example, where the donee of a properly 
limited power otherwise nontaxable exer- 
cised such power by the creation of a trust 
and provided that thé trustee should have 
the right in his discretion to pay over 
principal to the beneficiary, the otherwise 
tax-free power of appointment was rendered 
taxable, since such right to pay principal 
is classified as a power of appointment. 
This result would appear not to have been 
within the intended purpose of this provi- 
sion of the law and created a limitation 
unrelated to tax avoidance and contrary to 
accepted methods of draftsmanship of wills 
and trusts. 


The New Law 


The Powers of Appointment Act of 1951° 
provides in substance that powers created 
prior to October 21, 1942 (the date of 
enactment of the Revenue Act of 1942), 
hereinafter referred to as pre-existing powers, 


provisions apply to estates of decedents who 
died after that date. To the extent that the 
statute of limitations is still open, refund 
claims may be filed where appropriate. 
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will be subject to estate tax or gift tax 
only if exercised and that any general powers 
limited before November 1, 1951, will be 
free of tax even if exercised. Pre-existing 
powers may be fully released at any time 
without tax. With respect to general powers 
created after October 21, 1942, hereinafter 
referred to as future or post-1942 powers, 
the mere ownership of the power is subjected 
to estate tax. An exercise or release of such 
power under circumstances which, when 
applied to other property, would be a trans- 
fer of property within Sections 811 (c) and 
811 (d) will be subject to tax. However, a 
disclaimer or renunciation is not considered a 
release of the power. The act embodies 
a modification of the present provision deal- 
ing with the exercise of a power by the 
creation of a new power and confines the 
general imposition of estate tax and gift 
tax in such a situation to cases where the 
newly created power, under the applicable 
state law, can be so exercised as to postpone 
the vesting of any estate in the property 
for a period ascertainable without regard 
to the date of the creation of the first power. 
In other words, the freedom from taxation 
of a power of appointment will not be lost 
by creating a further power, unless the ap- 
plicable state law of perpetuities treats the 
newly created power as unlimited in dura- 
tion by the time during which the original 
power was operative. 

The most important change relating to 
post-1942 powers which the act enunciates 
concerns the definition of a general power 
of appointment. This term is defined as 
covering a power “exercisable in favor of 
the decedent, his estate, his creditors, or 
the creditors of his estate.” The definition 
contains certain exceptions whereby certain 
powers which would otherwise come within 
its terms are excluded. These exceptions 
are as follows: 


(1) A power to consume for the benefit 
of the decedent, limited by an ascertainable 
standard relating to the decedent’s health, 
education, support or maintenance is ex- 
cepted. Thus, if a decedent is given the 
right to make withdrawals from the prin- 
cipal of a trust for his health, education, 
support or maintenance, such a power is 
not taxable. The distinction heretofore 
drawn between vesting such a power in a 
trustee and vesting such a power in the 
beneficiary himself has been eliminated. 

(2) A power created before October 21, 
1942, and exercisable by the decendent only in 
conjunction with another person is not 
covered. This means that a pre-existing 


The Powers of Appointment Act 








power, even exercisable in favor of the 
decedent, is not subject to taxation in the 
decedent’s estate as long as its exercise 
must be concurred in by another person 
and regardless of whether such other per- 
son has a substantial adverse interest or 
whether he may be completely amenable 
and subservient to the wishes of the dece- 
dent. This exception perpetuates freedom 
from taxation for pre-existing powers exer- 
cisable with another person. 


(3) With reference to post-October 21, 
1942, powers exercisable only in conjunction 
with another person, no tax will be imposed 
if the power is not exercisable by the dece- 
dent except in conjunction with the creator 
of the power. Since the origin of the power 
lies with the creator of the power, since 
it may be presumed that if the creator of 
the power should die the power would be- 
come a taxable power, and since the reserva- 
tion, by the creator, of the power of joint 
action with the donee of the power would 
ordinarily be a deliberate attempt to con- 
fine the complete freedom of action of the 
decedent donee of the power, this provision 


- seems reasonable. 


(4) If the power is not exercisable by 
the decedent except with a person having 
a substantial adverse interest in the prop- 
erty subject to the power, such power will 
not be taxable. This exception is consistent 


with other provisions of a similar type in 
the tax law. 


(5) If the power is exercisable in con- 
junction with persons other than the creator 
of the power, thereby eliminating the appli- 
cation of (3) above, or if the power is 
exercisable with other persons not having 
a substantial adverse interest, thereby elim- 
inating application of (4) above, the amount 
subject to taxation in the decedent’s estate 
will be determined by dividing the value 
of the property by the number of persons, 
including the decedent, who may join in its 
exercise and in favor of whom such power 
is exercisable. In other words, if the dece- 
dent has, together with three other persons, 
a general power, the amount taxable in 
decedent’s estate would be one fourth of 
the property subject to the power. 


Effects of Release 
and Partial Release 
of Pre-existing and Future Powers 


Pre-existing powers may be completely 
released under the act at any time without 
gift tax or estate tax. They may be partially 
released prior to November 1, 1951, so that 
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thereafter an exercise or release of the 
power will not be subject to estate or gift 
tax. A partial release of such powers after 
November 1, 1951, will have the following 
results: (a) no gift tax at the time of 
release, (b) gift tax at any future time upon 
an inter-vivos exercise which is irrevocable 
or (c) estate tax upon the exercise of the 
modified power by will. Similarly, where 
a future power is partially released after 
June 1, 1951,‘ a subsequent irrevocable inter- 
vivos exercise or release will be a taxable 
gift, and the possession of the modified 
power at death or the inter-vivos exercise or 
release by a disposition subject to Section 
811 (c) or 811 (d) will cause inclusion in 
the gross estate. 


A partial release of a general power leaves 
the donee in the same position as one who 
has retained the right to choose the ultimate 
object of his bounty among a group of per- 
sons. Thus a taxable gift occurs only 
when the right of choice is irrevocably 
given up. Similarly, a partial release leaves 
the donee in the position of having retained 
to the date of death the right to name the 
ultimate beneficiary of the power. Under 
Section 811 (f) (2), therefore, such partial 
release of a future power will be subject 
to estate tax on death. Insofar as pre- 
existing powers which may be partially 
released after November 1, 1951, are con- 
cerned, since only the exercise of pre-exist- 
ing powers is taxed, an estate tax would 
be imposed only if the modified power is 
actually exercised. Those who prior to 
November 1, 1951, have partially released 
pre-existing general powers are free of 
estate and gift taxes even if the modified 
power is actually exercised or released. 


Lapse of Powers 


The new law contains provision for the 


tax treatment of powers created after 
October 21, 1942, which lapse during the 
life of the individual possessing the power. 
With reference to a pre-existing power, the 
law provides that a failure to exercise the 
power is not to be deemed an exercise 
of the power. Insofar as the lapse of 
future powers is concerned, a limited free- 
dom from gift and estate tax is provided 
for to the extent of $5,000 or 5 per cent of 
the trust or fund in which the lapsed power 
existed, whichever is the greater. 

This provision is intended to cover a situ- 
ation where a trust is created in favor of A 


4A future power partially released to a 
special power before June 1, 1951, will not be 


with a right in A to demand principal up 
to $10,000 in any one year and where such 
right is noncumulative. A failure to exer- 
cise the right results in the disappearance 
of the right at the end of the year involved 
and, thus, in a sense, may be said to be an 
indirect exercise of the right in favor of 
those entitled to the trust remainder, De. 
pending on the particular facts of the case, 
the failure of A to take the $10,000 may or 
may not be a completed gift. Thus, for 
example, if the trust corpus at the end 
of a given year is $50,000 and A has a life 
expectancy of twenty years, his failure to 
draw down the $10,000 in one year has not 
resulted in his giving up all possibility of 
obtaining the $10,000, since he may sstill 
draw down the entire corpus in subsequent 
years within his life expectancy. To say 
that there is a gift under these conditions 
is to contradict reality. If, however, the 
amount of the corpus were such that at the 
end of a particular year A could never 
expect to draw down the entire corpus on 
the basis of his life expectancy, his failure 
to draw down corpus in any year may be 
considered a gift of that amount to the 
remaindermen of the trust. This question 
has never been clearly settled in the cases. 
A more serious question had been raised 
as to whether this noncumulative power 
would result in taxing in A’s estate, in the 
event of his death, the entire corpus of the 
trust which was subject to this power of 
invasion, Certainly as the law previously 
stood, in the year of death A had only the 
limited right to obtain $10,000, and it would 
seem that this amount would be the maxi- 
mum to be considered as property subject 
to a power of appointment and therefore, 
as taxable in A’s estate. On this latter 
question, insofar as pre-existing powers are 
concerned, the termination of the power by 
death would not be subjected to estate tax, 
since there would be no exercise of the 
power. Insofar as future powers are con- 
cerned, the special provisions relating to 
lapse of a power during lifetime would 
have no application on death, but there 
would be subjected to estate tax the $10,000 
which constituted the amount subject to a 
general power of appointment in the de- 
cedent, even though not in fact exercised. 
The new law with respect to future 
powers which lapse during lifetime may be 
better understood by an example. Assume 
that there exists a trust of $200,000 of which 
A is the life beneficiary. A is given a 


subjected to gift tax upon subsequent inter- 
vivos exercise. 


634 August, 1951 © TA XES—The Tax Magazine 


i ee i ee i el cee el i ei ee eee: i a ee ee a a ae 





al up 
such 
exer- 
Trance 
olved 
be an 
or of 
. De- 
. Case, 
lay or 
s, for 
e end 
a life 
ire to 
as not 
ity of 
y still 
>quent 
‘O say 
litions 
r, the 
at the 
never 
DUS ON 
failure 
1ay be 
to the 
1estion 
cases. 
raised 
power 
in the 
of the 
wer of 
viously 
nly the 
would 
. maxi- 
subject 
-refore, 
latter 
ers are 
wer by 
ate tax, 
of the 
re con- 
ting to 
would 
t there 
$10,000 
ct to a 
the de- 
ised. 


future 
may be 
A ssume 
f which 
yiven a 


it inter- 


‘agazine 


noncumulative right to draw down $20,000 
per year out of corpus in any one year. 
Upon A’s failure at the end of the year 
to draw down any of this sum, the question 
is, To what extent has the lapse of the 
power resulted in estate or gift tax? Since 
5 per cent of the trust corpus is $10,000, 
only $10,000 would be free of gift tax, 
and the remaining power over the $10,000 
which lapsed would be considered a gift to 
the remaindermen, If the trust corpus 
were $400,000, since 5 per cent of that 
amount is $20,000, the lapse of the power 
over $20,000 would not be subject to any 
gift tax. If the corpus of the trust were 
$75,000 and the right of A to draw down 
were $5,000 per year, there would be no 
gift tax, since, in any event, a right to draw 
down up to $5,000 is free of gift tax. 


The elimination of estate tax on the 
lapse during lifetime of such a power under 
the facts described above refers only to 
a possible transfer of the property by such 
release of the power under circumstances 
within the provisions of Section 811 (c). 
Thus, the only significance of this provision 
from an estate tax point of view is that a 
lapse of the power to the extent outlined in 
the above examples will not be considered as a 
type of transfer covered by Section 811 (3). 


Although the determination of nontax- 
ability is made at the end of the year, when 
the power lapses, if under the formula 
above an amount is found to be taxable for 
estate tax purposes, the taxable amount 
may vary in accordance with the value of the 
trust fund at the date of death. For example, 
if under a trust fund of $800,000 A has a 
right to draw down $50,000 of corpus in one 
year, which lapses at the end of the year, 
the taxable amount is $10,000 ($50,000 less 
$40,000 (5 per cent of $800,000)). If at 
the date of death the trust fund should 
have a value for estate tax purposes of 
$600,000, under well-settled principles of 
applying Section 811 (c) only $7,500 will 
be subject to estate tax. On the other 
hand, if the trust fund should be valued 
for estate tax purposes at $1,200,000, the 
sum of $15,000 will be taxed. It should 
be borne in mind-that although the entire 
trust fund must be valued for this purpose, 
this has no bearing on the inclusion of the 
entire trust fund in the decedent’s gross 
estate. If for other reasons the entire 
trust fund is included in the decedent’s 
gross estate, no additional amount is added 
to the gross estate by reason of the lapse 
of the power in a year prior to the year 
of death. 
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As pointed out above, the need for invok- 
ing the freedom from gift tax in this type 
of situation would seem to apply only in 
cases where the lapse in the particular year 
does not leave the beneficiary with the 
possibility of still drawing down the full 
corpus in later years on the basis of his 
life expectancy. The new law attempts a 
practical solution of the problems faced 
by a beneficiary by reason of shrinkage of 
income which impels a grantor or testator 
to make amounts of corpus available for the 
beneficiary’s comfort, maintenance and sup- 
port. The beneficiary may generally feel 
that this right was not given with the 
intention that it be exercised except where 
needed. It would be unfortunate if the 
burden of gift and estate tax were to 
compel a beneficiary to relinquish this right 
completely and thereby block off the possi- 
bility of making up in future years for the 
inadequacy of income from the trust. Such 
relinquishment would be an impairment of 
the beneficiary’s future security. Further- 
more, there is a great similarity of this 
type of right to that of a power vested in 


- the trustee to pay over the same amount 


from corpus annually to the beneficiary, 
and, in fact, draftsmen of wills and trusts 
have tended to skirt this problem by vest- 
ing the power to invade corpus in the 
trustee. Another alternative has been the 
granting to the beneficiary of aan annuity 
from the trust with a guaranteed sum out 
of income or out of principal if necessary. 
The new law, in granting a minimum $5,000 
right to invade the corpus and up to 
5 per cent of the value of the corpus of 
the trust, attemps to resolve these questions 
in a reasonable fashion and with particular 
regard to the foregoing factors. 


Since the provisions of the new law with 
respect to the lapse of powers apply only 
to future powers, there is no way partially 
to release such a power to invade corpus, 
as is hereinabove discussed, free of gift 
and estate taxes. 


SOME ESTATE PLANNING 
OBSERVATIONS 


Unraveling Releases 
Heretofore Made 


A great many owners of pre-existing 
powers released them in whole or in part, 
during the tax-free release period afforded 
by the 1942 act and extensions thereof, on 
the strength of the assumption that the 
method of taxation of powers embodied in 
the 1942 act would soon go into effect. 
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Insofar as persons who died between Oc- 
tober 21, 1942, the effective date of the 
1942 act, and June 28, 1951, the effective 
date of the new law, are concerned, no 
substantial disadvantage resulted from such 
release. Those decedents who exercised the 
modified power were protected from the 
estate tax. Those decedents who failed to 
exercise their powers were free of estate tax 
and would have enjoyed this freedom from 
tax whether they had released their powers 
or not. However, the living owners of 
powers who released such powers in whole 
or in part have given up their powers or 
narrowed the scope of their powers where 
inaction would have left them in a slightly 
better position. If they had actually in- 
tended to exercise their powers, they could 
have released and retained a much broader 
scope for their powers than the limited 
statutory group prescribed by the 1942 act. 
If their intended exercise was in favor of 
persons within that statutory group in any 
event, the disadvantage is academic. Those 
who gave up their powers in full could not 
place the blame for the elimination thereof 
entirely on the 1942 act. 


Is there any possibility of setting aside 
such releases on the ground that they were 
induced by a mistake of fact, that is, that 
the 1942 act provisions affecting pre- 
existing powers would go into effect? The 
problems and principles affecting the un- 
raveling of transactions with frustrated tax 
motives have been discussed elsewhere.® 
The situation may be complicated by the 
fact that many states enacted statutes giv- 
ing statutory sanction to the partial release 
of a power of appointment to enable per- 
sons to take action under the 1942 act 
provisions. Some of these statutes pre- 
scribed recording or permitted recording of 
such releases, and releases were in numer- 
ous instances placed on record. 


Nevertheless, most such releases made 
specific reference to the statutory provi- 
sion for tax-free release in the 1942 act, 
and there would, therefore, be no question 
but that this was the inducing motive for 
the release. Certainly it could not be gain- 
said that such releases would not have 
been executed except for the reasonable 
expectation that after the tax-free period 
expired, the 1942 act provisions would go 
into effect. Furthermore, in any action 
to set aside the release, who would have a 
standing to object? No single member of 

5See Guterman, ‘‘Unraveling Transactions 
with Frustrated Tax Motives,’’ 4 Tax Law Re- 
view 437 (May, 1949). 
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the limited statutory group has a vested 
right to the property subject to the power. 
His right is entirely contingent on whether 
the donee of the power exercises it in his 
favor. The entire statutory group, as a 
unit, might possibly be in a position to 
object. But the trustee would be obligated 
to have the court make a determination and 
would, in effect, represent the statutory 
group named in the release of the power, 
The fact that the action taken was unilateral 
and no persons could take action in reliance 
on the partial release of the power might 
make the unraveling somewhat less dif- 
ficult for a court. 


Effects on Marital-Deduction Trusts 


The power of appointment required to 
qualify a trust for the marital deduction 
under Section 812 would come clearly within 
the definition of a general power of appoint- 
ment under the new law. Since all marital- 
deduction powers relate to periods after 
the Revenue Act of 1948, these powers are 
future powers taxable in the estate of the 
surviving spouse whether exercised or not. 
Suppose that the marital-deduction trust 
contains provisions whereby the surviving 
spouse is permitted to draw down principal 
in the sum of $20,000 per year, non- 
cumulative, in addition to a general power 
of appointment on her death. Does the 
lapse-of-power provision apply in this case 
to permit up to 5 per cent of the corpus 
to be released free of gift tax? The addi- 
tion of this power to draw down principal 
in addition to the general testamentary 
power of appointment does not affect qualifi- 
cation for the marital deduction. But the 
continuance during the spouse’s lifetime of 
the right to give the corpus on her death to 
anyone she may choose eliminates the ele- 
ment of a completed gift on the lapse of 
the annual power. 


Lack of Correlation 
with Section 113 (a) (5) 


Despite the fact that attention has been 
called to the lack of correlation of the 
statutory provisions governing taxation of 
powers of appointment in the 1942 act 
with the cost-basis provisions of Section 


(Continued on page 673) 
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FOREIGN CORPORATIONS 


and the Income Tax 


By HENRY SCHNEIDER — — — — New York Attorney 


Mr. Schneider is a member of the law 
firm of Moses & Singer, New York 
City. This article deals with the im- 
pact of the United States income tax 
law on the foreign corporation, resi- 
dent and nonresident. It is very thor- 
oughly documented with over 200 
citations to authority and presents 
a broad, orderly survey of the subject. 





ALL foreign corporations are taxable 

only on income from “sources within 
the United States.” (Italics supplied.) 
(Code Section 231; Regulations Section 
29.231-2.) 


The Treasury Regulations define the term 
“foreign corporation” as follows (Section 
29.3797-8): “A domestic corporation is one 
organized or created in the United States, 
including only the States, the Territories 
of Alaska and Hawaii, and the District of 
Columbia, or under the law of the United 
States or of any State or Territory, and a 
foreign corporation is one which is not do- 
mestic.” (See Code Sections 3797(a)(3), 
3797(a) (4), 3797(a) (5) ; Coombs, CCH Dec. 
5402, 17 BTA 279 (1929), affirmed 1931 
CCH Standard Federal Tax Reports { 9034 
(CCA-2, 1931); L. O. 1066, 4 CB 259; L. O. 
1069, I-1 CB 204; O. D. 661, 3 CB 19; L. O. 
976, 2 CB 260.) Corporations organized 
under the laws of a United States posses- 
sion (see Regulations Section 29.251-4) are, 
under the foregoing definition, foreign cor- 
porations and subject to taxation as such. 


In accordance with Code Sections 231(a) 
and 231(b), the Regulations succinctly state 
that: “foreign corporations are divided into 
two classes: (a) foreign corporations not 


Foreign Corporations 


engaged in trade or business within the 
United States at any time within the tax- 
able year, referred to in the regulations as 
nonresjdent foreign corporations (see sec- 
tion 29.3797-8); and (b) foreign corpora- 
tions which at any time within the taxable 
year are engaged in trade or business within 
the United States, referred to in the regu- 
lations as resident foreign corporations (see 
section 29.3797-8).” (Italics supplied.) 
(Regulations Section 29.231-1.) Thus the 
statutory test for determining whether a 
foreign corporation is resident or nonresi- 
dent is based solely on whether the corpor- 
ation is “engaged in trade or business 
within the United States.” Reference 
should be made, however, to particular in- 
come tax treaties. 


Resident foreign corporations are subject 
to income tax at the normal tax and surtax 
rates upon all income derived from sources 
within the United States and also to excess 
profits tax upon such income at the rate 
applicable to domestic corporations. Non- 
resident foreign corporations are subject to 
income tax only on certain kinds of income 
derived from sources within the United 
States. This income is taxed at a uniform 
rate of 30 per cent without deductions or 
credits. Reference should be made, how- 
ever, to particular income tax treaties. The 
House and Senate reports on the Excess 
Profits Tax Act of 1950 both explain the 
restricted taxation of nonresident foreign 
corporations as follows: “The 30-percent 
gross income tax on nonresident foreign 
corporations is imposed rather than the 
ordinary corporate income tax since the 
jurisdiction of the United States over such 
corporations is limited to the sources of 
their income which are within the United 
States. The lack of jurisdiction over the 
corporation itself not only precludes the 
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Establishing an office does not ‘‘engage” 
a foreign corporation in business here. 


imposition of a tax upon the net income of 
nonresident foreign corporations but also 
the imposition of an excess profits tax.” 


There is no complete statutory or admin- 
istrative definition of the phrase “engaged 
in trade or business within the United 
States.” Reference should be made to par- 
ticular income tax treaties. 


Code Section 211(b) provides: “As used 
in... section 119, section 143, section 144, 
and section 231, the phrase ‘engaged in 
trade or business within the United States’ 
includes the performance of personal serv- 
ices within the United States at any time 
within the taxable year. . . .” (See also 
Regulations Section 29.231-1(b).) 


Obviously, a foreign corporation will 
usually be held to be engaged in business 
here for reasons other than the rendering 
of personal services in the United States. 


As in the case of a nonresident alien in- 
dividual (compare Schneider, “Aliens and 
the United States Income Tax Law,” Taxes 
—The Tax Magazine, July, 1950, page 617), 
if a foreign corporation transacts a rela- 
tively small amount of any type of business 
activity here, this is sufficient to establish 
that the foreign corporation is engaged in 
business here. (Compare Yerburgh, CCH 
Dec. 14,930(M), 4 TCM 1145 (1946).) 
However, as stated in The Linen Thread Com- 
pany, Ltd. (CCH. Dec. 17,620, 14 TC 725 
(1950)), “The test is both a quantitative 
and a qualitative one.” Thus the making of 
one or two isolated and fortuitous sales of 
merchandise here does not constitute en- 
gaging in business in the United States. 
(The Linen Thread Company, Ltd., above; 
European Naval Stores Company, CCH Dec. 
16,518, 11 TC 127 (1948) ). 


Activities conducted in the United States 
may take the form of selling, purchasing or 
producing goods, rendering service or en- 
gaging in real estate or investment opera- 
tions. Whether any such activity constitutes 
engaging in United States business in any 
particular case must be determined by its 
quantity and quality. The general concept 
is that a foreign corporation is not engaging 
in United States business when its activities 
concern foreign commerce exclusively. 


The maintenance and operation by a for- 
eign corporation of a permanent establish- 
ment in the United States, such as a factory, 
a warehouse, a branch, or a selling or pur- 
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chasing office or agency, to further the cor- 
poration’s selling, purchasing or producing 
activities would constitute engaging in busi- 
ness here. However, the maintenance of a 
selling or purchasing agency or office here 
would probably not be considered to consti- 
tute engaging in United States business if the 
activities of such agency or office were con- 
fined to the solicitation of orders. (Compare 
The Linen Thread Company, Ltd., above.) 


Even if the corporation does not maintain 
any permanent establishment here, its activ- 
ities in the United States, such as selling 
or purchasing or servicing through agents 
here, may constitute engaging in United 
States business. 


On the other hand, a foreign corporation 
is not engaged in United States business 
merely because it has established an office 
here, certain transactions incident to its for- 
eign commerce activities are performed 
here, acts relating solely to its internal man- 
agement are performed here, an agent is 
appointed here or it acquires or holds stock 
in domestic corporations, including subsid- 
iaries. (See The Linen Thread Company, Ltd., 
above; Scottish American Investment Com- 
pany, Ltd., CCH Dec. 16,773, 12 TC 49 
(1949). Compare Amalgamated Dental Com- 
pany, Ltd., CCH Dec. 15,139, 6 TC 1009 
(1946); British Timken, Ltd, CCH Dec. 
16,992, 12 TC 880 (1949) (acq).) The Bureau 
of Internal Revenue may, however, contend 
that the activities of a domestic subsidiary, 
such as the sale of the foreign parent’s 
products here, are equivalent activities by 
the foreign parent through an agent main- 
tained here even though the subsidiary 
buys the products from the parent and sells 
for its own account. 


The act of selling merchandise in the 
United States, where done through the me- 
dium of an agent here, is engaging in busi- 
ness here. (G. C. M. 21219, 1939-1 CB 201. 
But compare Amalgamated Dental Company, 
Ltd., and British Timken, Ltd., above.) How- 
ever, selling to a United States customer 
directly from abroad without the interven- 
tion of any agents, employees or an office 
of the foreign corporation here does not 
constitute engaging in United States busi- 
ness. (The Linen Thread Company, Lid., 
above; O. D. 294, 1 CB 213.) 


A regular and systematic practice of pur- 
chasing merchandise in the United States 
through the medium of an agent maintained 
here to do the buying and arrange for 
shipments may be engaging in business 
here. The Bureau has so contended. (I. T. 
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2792, XIII-1 CB 85, citing I. T. 1406, I-2 
CB 151.) In I. T. 1406 the following was 
quoted from S. M. 1069: 


“Buying is as necessary a part of business 
as is selling and the act of buying divorced 
irom selling is none the less the doing of 
business. Buying done in order to further 
the corporation’s activities, wherever done, is 
an activity carried on in the maintenance of an 
organization ‘for the purpose of continued 
efforts in the pursuit of profit and gain’.” 


Also quoted was the following from L. O. 
739: 


“The purchase of railroad equipment or 
of real estate or other tangible property, 
whether for railroad or other productive 
purposes or for resale, certainly is doing 
business in any ordinary sense, and such 
activity should be regarded as ground for 
assertion of the tax.” 


To the contrary is R. J. Dorn & Com- 
pany. (CCH Dec. 4194, 12 BTA 1102 
(1928).) Where the purchasing is done di- 
rectly from abroad without the intervention 
of any agents, employees or office of the 
foreign corporation here, the foreign cor- 
poration clearly is not engaged in United 
States business. (The Amalgamated Dental 
Company, Ltd., above.) 


In short, sales or purchases in the United 
States made by a foreign corporation should 
not constitute engaging in United States 
business, unless contracts are negotiated 
and concluded here through a resident 
agent or employee or deliveries are made 
from or to stocks of goods maintained here 
or the articles sold are installed or serviced 
here by the foreign corporation. The place 
where title to the goods passes is, for this 
purpose, immaterial. (The Linen Thread 
Company, Ltd., above.) 


Ownership and operation (renting out) of 
real property in the United States by a 
foreign corporation constitute engaging in 
business here. (The Investors’ Mortgage Se- 
curity Company, Lid., CCH Dec. 14,333(M), 
4 TCM 45 (1945).) As stated in G. C. M. 
18835, 1937-2 CB 141, 144: 


“Where a foreign corporation or a non- 
resident alien individual operates business 
real property [apartment house or office 
building] in the United States for the pur- 
pose of profit, whether thru an agent or 
otherwise, such activities constitute engag- 
ing in trade or business within the United 
States. . . . [But] the mere ownership of 
real property in the United States by a 
nonresident alien individual or foreign cor- 
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poration does not in itself constitute engag- 
ing in trade or business within this country.” 


Thus the mere ownership of a building 
which is rented out by a foreign corporation 
but operated by the lessee on a net-rent 
basis does not constitute engaging in busi- 
ness. (Compare Neill, CCH Dec. 12,251, 46 
BTA 197 (1942).) 


A foreign corporation is engaged in trade 
or business in the United States when it is 
a member of a syndicate carrying on busi- 
ness here. (Cantrell & Cochrane, Ltd., CCH 
Dec. 5863, 19 BTA 16 (1930).. Compare 
British Timken, Ltd., above.) 


Collection of interest and dividends from 
investments here is not engaging in United 
States business. (See I. T. 3260, 1939-1 CB 
199; Scottish American Investment Company, 
Ltd., above.) 


By express statutory provision, the term 
“engaged in trade or business . .. does 
not include the effecting, through a resident 
broker, commission agent, or custodian, of 
transactions in the United States in com- 
modities (if of a kind customarily dealt in on 
an organized commodity exchange, if the 
transaction is of the kind customarily con- 
summated at such place, and if the . . . corpo- 
ration has no office or place of business in the 
United States at any time during the taxable 
year through which or by the direction of 
which such transactions in commodities are 
effected), or in stocks or securities.” (Code 
Section 211(b) ; Regulations Sections 29.211-7, 
29.231-1(b), 29.231-2(b).) 

The Regulations correctly point out that 
“The term ‘commodities’ as used in section 
211(b) means only goods of a kind cus- 
tomarily dealt in on an organized com- 
modity exchange, such as a grain futures 
or a cotton futures market, and does not 
include merchandise in the ordinary channels 
of commerce.” (Section 29.231-1(b).) 

“The words ‘commission agent’. . . con- 
template a person similar to a broker who 
effects transactions in commodities for the 
public in general as distinguished from an 
ordinary agent who receives his compensa- 
tion on the basis of a percentage of mer- 
chandise sold. The idea of exclusiveness 
enters into an employment of agency, while, 
with respect to brokers, there is a holding 
out of one’s self generally for employment in 


matters of trade, commerce, etc.” (G. C. M. 
21219, above.) 


Moreover, the exception provided by Code 
Section 211(b) is not applicable even if the 
transactions in commodities or securities 
are effected through a resident broker if the 
foreign corporation’s directions are given 


639 





by a resident agent. (Compare Adda, CCH 
Dec. 16,244, 10 TC 273 (1948), affirmed 
49-1 ustc J 9109, 171 F. (2d) 457 (CA-4), 
certiorari denied 336 U. S. 952.) 


However, a foreign investment trust was 
held not to be engaged in United States 
business where all policy decisions were 
made in the foreign home office and all 
purchases and sales of securities were made 
through resident brokers, even though sub- 
stantial clerical functions were performed 
in its office in the United States. (Scottish 
American Investment Company, above. In 
accord: I. T. 3260, above. Compare Com- 
missioner v. Nubar, 50-2 ustc 7 9502, 185 F. 
(2d) 584 (CA-4), reversing CCH Dec. 17,244, 
13 TC 566 (1950).) 

It should be noted that if a foreign cor- 
poration is otherwise engaged in United 
States business, it is taxable on profits from 
sales within the United States on stock or 
commodity exchanges. (Regulations Sec- 
tion 29.231-2(b).) 

It is not always the government which 
contends that a foreign corporation is en- 
gaged in United States business. In certain 
instances the foreign corporation so molds 
its activities as to make this contention in 
order to gain tax advantages, such as the 
allowance of deductions and particularly 
the allowance of the 85 per cent dividends 
received credit, available to resident foreign 
corporations. (The Linen Thread Company, 
and Scottish American Investment Company, 
Ltd., above. Compare Commissioner v. Scot- 
tish American Investment Company, Ltd., 44-2 
ustc 7 9530, 323 U. S. 119.) It is preferable 
for a foreign corporation deriving most of 
its United States income in the form of 
dividends from domestic corporations to 
constitute itself a resident foreign corpora- 
tion (by engaging in United States business). 
True, it would be taxed at normal tax and 
surtax rates on its United States income and 
would be taxable on capital gains, but it 
would be allowed as a credit 85 per cent 
of the dividends received. Moreover, divi- 
dends and capital gains are excluded from 
excess profits net income (Code Sections 
433(a)(1)(A) and 433(a)(1)(C)), and, ac- 
cordingly, such items would not be subject 
to excess profits tax under the Excess Profits 
Tax Act of 1950. However, it would be 
_necessary to take care to assure that the 
corporation would not fall afoul of personal 
holding company taxation. (See below.) 


Resident Corporations 


Resident foreign corporations are taxable 
only on gross income from “sources within 
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the United States” (italics supplied), but 
such gross income is not limited to items 
of fixed or determinable annual or periodical 
income as it is in the case of nonresident 
foreign corporations. (Code Section 231; 
Regulations Section 29.231-2(b).) 


TAXABLE INCOME 


Only income from “sources within the 
United States is taxable.” (Italics sup- 
plied.) (Code Section 235(c); Regula- 
tions Section 29.231-2(b).) Reference should 
be made to particular income tax treaties. 
(Code Section 22(b)(7).) Such treaties 
were discussed by Gilpin and Wells in 
“International Double Taxation of Income: 
Its Problems and Remedies,” TAXES— 
The Tax Magazine, January, 1950, page 9. 
See also the special exemptions applicable 
to operators of ships under foreign flags 
and aircraft of foreign registry. (Code 
Section 231(d) ; Regulations Section 29.231-3; 
I. T. 2200, IV-2 CB 86 (a return must be 
filed).) In other respects, taxable gross 
income is the same as in the case of domes- 
tic corporations. 


“Income from sources within the United 
States” (italics supplied) comprises the follow- 
ing classes (Code Section 119(a)): 


Interest.—Interest on “bonds, notes, or 
other interest-bearing obligations” paid by 
United States governments or citizens and 
interest paid by resident aliens or by a do- 
mestic or resident foreign corporation is in- 
cludible if at least 20 per cent of the payor’s 
gross income has been derived from sources 
within the United States for the three-year 
period ending with the close of the payor’s 
taxable year preceding the payment. (Code Sec- 
tion 119(a)(1); Regulations Section 29,.119-2.) 
Reference should be made, however, to 
particular income tax treaties. Interest on 
bank deposits, on open accounts, on a con- 
demnation award, on an insurance policy, 
on a judgment and on a United States tax 
refund is included in this classification. 
(I. T. 2792, above; Eitingon, CCH Dec. 8038, 
27 BTA 1341 (1933); Waldorf Astor, CCH 
Dec. 8849, 31 BTA 1009 (1935); G. C. M. 
21968, 1940-1 CB 67; G. C. M. 21187, 1939-1 
CB 141; Regulations Section 29.119-2; Hel- 
vering v. Stockholms Enskilda Bank, 35-1 
ustc J 9007, 293 U. S. 84; British-American 
Tobacco Company, Ltd. v. Helvering, 35-1 
ustc J 9008, 293 U. S. 95; Commissioner v. 
Raphael, 43-1 ustc ] 9272, 133 F. (2d) 442 
(CCA-9), certiorari denied 320 U. S. 735; 
I. T. 3216, 1938-2 CB 183; G. C. M. 13366, 
XIII-2 CB 164. But compare Lloyd, CCH 
Dec. 9448, 34 BTA 830 (1936).) Also included 
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is interest paid by a domestic corporation 
on a security deposit, even though the 
deposit was made in the foreign bank and the 
interest was paid by a branch office in the for- 
eign country. (Monk & Company, CCH Dec. 
16,213, 10 TC 77 (1948); I. T. 3940, 1949-1 
CB 113.) 


Interest on bonds of a foreign govern- 
ment, although the bonds are held here and 
interest is received here, is excluded from 
this group. (O. D. 34, 1 CB 101; compare 
O. 786, 1 CB 99; Ocean Accident & Guarantee 
Corporation, Ltd., CCH Dec. 4476, reversed, 
on other grounds, 1931 CCH Standard Fed- 
eral Tax Reports § 9136, 47 F. (2d) 582 
(CCA-2).) Interest on bonds of the inter- 
national bank is also excluded. (Special 
Ruling, 1947 CCH Stanparp FEDERAL TAx 
Reports { 6279, November 25, 1947; Bank 
Press Release No. 110, August 5, 1948.) 


Dividends.—Dividends paid by a United 
States corporation are includible if the payor 
corporation derived at least 20 per cent of its 
gross income from sources within the United 
States for the three-year period ending with 
the close of the payor’s taxable year pre- 


ceding the dividend declaration. (Code 


Section 119(a)(2)(A); Regulations Section 
29.119-3(a).) Dividends paid by a foreign 
corporation are partially includible if the 
corporation derived at least 50 per cent of 
its gross income from sources within the 
United States for the three-year period end- 
ing with the close of the payor’s taxable 
year preceding the dividend declaration. In 
such a case the portion of the dividend 
attributable to United States income of the 
declaring corporation, based upon the ratio 
of its United States gross income to total 
gross income for the three-year period, is to 
be included. (Code Section 119(a)(2)(B); 
Regulations Section 29.119-3(b); Georday 
Enterprises, Ltd. v. Commissioner, 42-1 ustc 
{ 9343, 126 F. (2d) 384 (CCA-4); Codrington, 
CCH Dec. 2227, 6 BTA 415 (1927) (acq.); 
Ardbern, CCH Dec. 11,072, 41 BTA 910 
(1940), reversed, on other grounds, 41-2 
ustc J 9533, 120 F. (2d) 424 (CCA-4); I. T. 
1620, II-1 CB 126; Mimeograph 4323, XIV-1 
CB 119; I. T. 2836, XIII-1 CB 81.) The 
fact that such dividends are paid in the 
foreign country by the foreign corporation 
does not eliminate the tax. (Forres, CCH 
Dec. 7376, 25 BTA 154 (1932); Ross, CCH 
Dec. 11,740, 44 BTA 1 (1941).) Reference, 
however, should be made to particular in- 
come tax treaties. 

Refer to discussion of 85 per cent divi- 
dends received credit under paragraph III, 
entitled “Credits.” 


Foreign Corporations 


Compensation.—Compensation for serv- 
ices performed outside the United States, 
even though the employer is in the United 
States or is a United States resident, 
is excluded. (Piedras Negras Broadcast- 
ing Company, CCH Dec. 11,616, 43 BTA 
297, aff'd 42-1 ustc 9384, 127 F. (2d) 
260 (CCA-5). Compare British Timken, 
Lid., above; O. D. 112, 1 CB 232.) Note, 
however, that the “personal” services, if 
rendered in the United States by an agent 
of the corporation, will involve taxable 
compensation. (Compare Helvering v. Boek- 
man, 39-2 ustc § 9740, 107 F. (2d) 388 
(CCA-2).) Income under an agreement 
not to compete in the United States is in- 
come from United States sources. (The 
Korfund Company, Inc., CCH Dec. 13,210, 1 
TC 1180 (1943).) Where personal services 
are rendered partly within and partly with- 
out the United States, the compensation, 
unless otherwise expressly apportioned, must 
be apportioned on a time basis. (Regula- 
tions Section 29.119-4; Yardley & Company, 
Ltd., CCH Dec. 12,823-Q (1942) ; Helvering v. 
Boekman, above; Mooney, CCH Dec. 16,080, 
9 TC 713 (1948); I. T. 3804, 1946-1 CB 
151.) Reference should be made to par- 
ticular income tax treaties. 


Rentals, Royalties.—“Rentals or royalties 
from property located in the United States or 
from any interest in such property, including 
rentals or royalties for the use of or for the 
privilege of using in the United States, patents, 
copyrights, secret processes and formulas, 
good will, trademarks, trade brands, fran- 
chises, and other like property” are included. 
(Code Section 119(a)(4); Regulations Sec- 
tion 29.119-5.) “Royalties” have been broadly 
construed and. taxed. (Wodehouse-v. Com- 
missioner, 49-1 ustc J 9310, 337 U. S. 369; 
Sabatini v. Commissioner, 38-2 ustc {J 9470, 
98 F. (2d) 753 (CCA-2); Rohmer, CCH Dec. 
14,591, 5 TC 183 (1945), affirmed 46-1 ustc 
7 9130, 153 F. (2d) 61 (CCA-2), certiorari 
denied 328 U. S. 862; Rohmer, CCH Dec. 
17,734, 14 TC 1467 (1950); Molnar, CCH 
Dec. 14,809(M), 4 TCM 951 (1946), affirmed 
46-1 ustc J 9303, 156 F. (2d) 924 (CCA-2); 
Sanchez, CCH Dec. 15,169, 6 TC 1141 (1946), 
affirmed 47-1 ustc 9297, 162 F. (2d) 58 
(CCA-2), certiorari denied 332 U. S. 815; 
Ingram v. Bowers, 3 ustc 915, 57 F. (2d) 
65 (CCA-2, 1932); I. T. 3296, 1939-2 CB 
133. See Regulations Sections 29.143-2, 
29.211-7(a). Compare Code Section 502; 
also compare Hopag, CCH Dec. 17,430, 14 
TC 38 (1950).) To the extent that royalties 
paid can be allocated to the use of property 
outside the United States, such royalties 
are not taxable. (Rohmer, above.) Refer- 
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ence should be made to particular income 
tax treaties. 


Gains.—“Gains, profits, and income from 
the sale of real property located in the United 
States” are includible. (Code Section 119(a) ; 
Regulations Section 29.119-6; Texas-Canadian 
Oil Corporation, CCH Dec. 11,880, 44 BTA 
913 (1941).) 


The statute specifies that the converse of 
the first five of the foregoing classes of 
income is “income from sources without the 
United States.” (Italics supplied.) (Code 
Section 119(c).) 


For “gains, profits, and income from the 
sale of personal property” (italics supplied) 
reference is made by Code Section 119(a) 
to Code Section 119(e). 


Under Code Section 119(e), “gains, profits 
and income derived from the purchase of 
personal property within and its sale with- 
out the United States or from the purchase 
of personal property without and its sale 
within the United States, shall be treated 
as derived entirely from sources within the 
country in which sold... .” An exception 
is then made in the case of property pur- 
chased within a United States possession. 
Reference should be made, however, to 
particular income tax treaties. 


Thus, gains and income from the sale of 
personal property in the United States, in- 
cluding sales on stock or commodities ex- 
changes, are fully taxable if the personal 
property was previously purchased by the 
taxpayer. (See also Regulations 29.231-2(b) ; 
G. C. M. 18383, 1937-2 CB 244, and I. T. 
3137, 1937-2 CB 164 (hedging transactions). 
See below, however, with reference to personal 
property produced and sold by a taxpayer.) 


The place of sale is determinative; the 
place of purchase is immaterial. (Code 
Section 119(e); Regulations Section 21.119-8 
(exception for property purchased in United 
States possessions).) The place of sale is 
where title passes to the buyer. (East Coast 
Oil Company, CCH Dec. 8775, 31 BTA 558 
(1934), affirmed 36-2 ustc J 9445, 85 F. (2d) 
322 (CCA-5), certiorari denied 299 U. S. 
608; G. C. M. 25131, 1947-2 CB 85 (except 
in case of tax-avoidance plans, Ardbern 
Company, Ltd. v. Commissioner, 41-2 ustc 
§ 9533, 120 F. (2d) 424 (CCA-4)); Stafford 
& Company, Inc. v. Pedrick, 48-2 ustc { 5928, 
171 F. (2d) 42 (CA-2); Cadwallader, CCH 
Dec. 17,136, 13 TC 214 (1949); Alexander, 
“Where Is a Sale Made,” TaxEs—The 
Tax Magazine, February, 1949, page 133.) 
Commercial law, with respect to passage 
of title, governs. (Amtorg Trading Corpo- 
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ration v. Higgins, 45-2 ustc 9339, 150 F. 
(2d) 536 (CCA-2).) Ina C. I. F. contract, 
title usually passes upon delivery to the car- 
rier, even though the bill of lading is made 
out to the seller or his order as security 
for payment. (Romnrico Corporation, CCH 
Dec. 12,022, 44 BTA 1130 (1941); G. C. M. 
25131, above.) However, subsidies received 
from the United States with respect to ex- 
port sales are United States income. (Staf- 
ford & Company, Inc. v. Pedrick, above.) 
Amounts received as a distribution in partial 
or complete liquidation of a United States 
corporation which conducted all of its busi- 
ness in the United States apparently are 
subject to capital gains taxation regardless 
of the fact that surrender of the stock and 
payment therefor take place in a foreign 
country. (Hay v. Commissioner, 44-2 ustc 
7 9522, 145 F. (2d) 1001 (CCA-4), certiorari 
denied 324 U. S. 863.) 


Under Code Section 119 (e), “gains, 
profits and income (2) from the 
sale of personal property produced (in whole 
or in part) by the taxpayer within and 
sold without the United States, or produced 
(in whole or in part) by the taxpayer without 
and sold within the United States shall be 
treated as derived partly from _ sources 
within and partly from sources without the 
United States.” (Italics supplied.) See also 
Code Section 119 (f) defining “produced.” 
Reference should be made to particular in- 
come tax treaties. 


For the method of allocation, see 
Regulations Sections 29.119-12, 29.119-13, 
29.119-14, 29.119-15. 


Miscellaneous.—In addition to the six 
classes of income specified in Code Section 
119 (a), classes or items of income not speci- 
fied in such subsection may be income from 
United States sources and taxable, in whole 
or in part. (Code Section 119 (e).) Such 
wholly taxable unclassified income includes: 


Income resulting froma refund of tax 
paid in the United States is taxable. (Com- 
missioner v. Suffolk Company, Ltd., 39-2 ustc 
9555, 104 F. (2d) 505 (CCA-4).) 


Income resulting from futures contracts 
entered into and liquidated in the United 
States is taxable. (Zander & Cia, CCH Dec. 
11,208, 42 BTA 50 (1940).) The transaction 
there involved is now specifically exempted. 
Compare I. T. 3137, above. 


Income from discharge of a debt in the 
United States is taxable. (Corporacion de 
Ventas, CCH Dec. 11,805, 44 BTA 393 
(1941), reversed on other grounds, 42-2 
ustc § 9599, 130 F. (2d) 141 (CCA-5).) 
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Gain upon liquidation of a United States 
corporation which was engaged in United 
States business is taxable irrespective of the 
place of liquidation. (Hay, above.) 


Income resulting from insurance received 
for loss of goods in transit is taxable if the 
goods had a United States situs at the time 
of loss. Situs remains at the point of ship- 
ment, until a permanent situs is acquired 
elsewhere. (I. T. 3902, 1948-1 CB 64.) 


Taxes withheld must be included as tax- 
able income. (Code Section 143 (d); Regu- 
lations Section 29.143-9.) 


Increment on United States Treasury bills 
issued at a discount is taxable. (I. T. 3889, 
1948-1 CB 78.) 


Damages for breach of a contract which 
was to have been carried out in the United 
States are taxable. (Op. A. G. 5, I-2 CB 192.) 


Amounts received for an agreement not 
to compete in the United States are taxable. 
(Korfund Company, above.) 


Gain from the purchase of the taxpayer’s 
own obligations at a discount in the United 
States is taxable. (I. T. 3119, 1937-2 CB 227.) 


Items exempt by statute, treaty or the 
United States Constitution, although from 
sources within the United States, are not 
taxable. (Regulations Section 29.231-2(b). 


See Code Sections 22(b), 112, 116, 119, 
231(d). Compare Chapman, CCH Dec. 
16,049, 9 TC 619 (1948).) Thus, for ex- 
ample, interest upon obligations of a state 
or city in the United States is exempt. (Code 
Section 22(b)(4); Waldorf Astor, above.) 


Rates.—For taxable years beginning after 
June 30, 1950, a resident foreign corporation 
is, under Code Section 14(c)(1), liable to a 
tax of 25 per cent of its normal tax net 
income. (Regulations Section 29.231-1(b); 
Code Section 231(b).) A resident foreign 
corporation is, under Code Section 15, also 
liable to the corporation surtax of 22 per 


cent of its corporation surtax net income in’ 


excess of $25,000. (Code Section 231(b); 
Regulations Section 29.231-1(b).) 


Credits—As in the case of a domestic 
corporation, a resident foreign corporation 
is subject to normal income tax only on its 
“normal tax net income,” which is its “ad- 
justed net income” (net income minus the 
credit under Code Section 26(a) for par- 
tially exempt interest on United States ob- 
ligations) minus the 85 per cent credit under 
Code Section 26(b) for dividends received 
from domestic corporations (Code Sections 
13(a), 14(c)(1), 231(b); Regulations Section 
29.231-1(b)), and to surtax on its “corpo- 
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ration surtax net income,” which is the net 
income minus only the 85 per cent credit 
for dividends received (Code Sections 15, 
231(b); Regulations Section 29.231-1(b).) 


“Only items of interest and dividends in- 
cluded in gross income may be credited 
under Section 26(a) and (b).” (Regulations 
Section 29.233-1.) 


The credit allowed by Code Section 26(b) 
is limited in amount to 85 per cent of the 
corporation’s net income from _ sources 
within the United States. (Regulations Sec- 
tion 29.231-1(b).) 


Note that under Code Section 26(b), there 
is no credit for dividends paid by any for- 
eign corporations (whether received by for- 
eign or domestic corporations). 


Deductions.—“‘A resident foreign corpo- 
ration is allowed the same deductions from 
its gross income arising from sources within 
the United States as are allowed a domestic 
corporation under Section 23 to the extent 
that such deductions are connected with such 
gross income, except that the so-called char- 
itable contribution deduction allowed by 
section 23(q) is allowed whether or not 
connected with income from sources within 
the United States. The proper apportion- 
ment and allocation of the deductions with 
respect to sources within and without the 
United States shall be determined as pro- 
vided in Section 119.” (Regulations Section 
29.232-1(b) ; Code Section 232.) 


Deductions are allowed only if and to the 
extent that they are connected with income 
from sources within the United States. 
(Regulations Section 29.119-9; Stockholms 
Enskilda Bank, CCH Dec. 10,754, 40 BTA 
107 (1939); Corporacion de Ventas, above; 
De Nederlandsche Bank, CCH Dec. 9520, 35 
BTA 53 (1936); see Welch v. St. Helens 
Petroleum Company, 35-2 ustc § 9499, 78 F. 
(2d) 631 (CCA-9); G. C. M. 19902, 1938-1 
CB 354.) Expenses, losses or other deduc- 
tions must first be allocated to specific items 
of United States or foreign income to the 
extent that such allocation is possible. Rata- 
ble apportionment is only to be used where 
no definite allocation can be made. (Code 
Sections 119(b), 119(e); Regulations Sec- 
tion 29.119-10; De Nederlandsche Bank, 
above; Royal Insurance Company, CCH Dec. 
10,474, 38 BTA 955 (1938).) Deductions 
may not be allocated entirely to United 
States income, merely because they cannot 
be identified as attributable to foreign in- 
come. (International Standard Electric Cor- 
poration, CCH Dec. 13,209, 1 TC 1153, 
reversed 44-2 ustc J 9442, 144 F. (2d) 487 
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(CCA-2), certiorari denied 323 U. S. 803; 


South Porto Rico Sugar Company, CCH Dec. 
13,496, 2 TC 738 (1944).) 


United States taxes on doing business in 
the United States are allocable entirely to 
United States income. (/nternational Stand- 
ard Electric Corporation, above.) Interest paid 
by a foreign bank on deposits with its 
branch in the United States is fully deducti- 
ble, though such deposits were not received 
from citizens or residents of the United 
States. (I. T. 2028, III-1 CB 296.) 


Interest upon a debt incurred to finance 
an investment in foreign subsidiaries is allo- 
cated to foreign income, even though the 
debt is collectible from United States as- 
sets. (Commercial Union Assurance Company, 
Ltd. v. Commissioner, 44-2 ustc J 9449, 144 
F. (2d) 994 (CCA-2).) A worthless stock 
loss is allocated to foreign income if the 
stock was that of a foreign operating com- 
pany acquired for purposes of securing a 
supply of maferial for domestic operation. 
(Commissioner v. Ferro-Enamel Corporation, 
43-1 ustc J 9369, 134 F. (2d) 564 (CCA-6).) 
Losses on hedging transactions in the 
United States, to the extent that they com- 
pensate for foreign operating losses, are 
allocable to foreign income, because gains 
on such hedging transactions would not be 
United States taxable income. (G. C. M. 


18383, above.) If a foreign tax is specifically 
allocable to tax-exempt United States in- 
come, such tax may not be allocated to United 


States income. 


(Waldorf Astor, above.) 


If deductions cannot be specifically allo- 
cated to United States or foreign income, 
they must be “ratably apportioned” (Code 
Sections 119(b), 119(e)) on the basis of 
United States gross income to total gross 
income. (Regulations Section 29.119-10; 
Texas Land & Mortgage Company, Ltd., CCH 
Dec. 8589, 30 BTA 861 (1934). See also 
International Standard Electric Corporation 
and Commercial Union Assurance Company, 
Ltd., above; London & Lancashire Insurance 
Company, CCH Dec. 9293, 34 BTA 295 
(1936); Royal Insurance Company, above; 
Union Assurance Society, Ltd. v. U. S., 44-1 
ustc J 9154, 48 F. Supp. 665 (Ct. Cls.); Pala- 
tine Insurance Company, CCH Dec. 14,187, 
4 TC 239 (1945) (acq.); I. T. 3833, 1947-1 
CB 70; compare G. C. M. 3983, VII-1 CB 
171. This group of cases concerns the ap- 
portionment of a foreign tax if part of that 
tax is upon United States income exempt 
from United States taxation.) Deductions 
acquired in a foreign country may be appor- 
tioned if they relate to both United States 
and foreign income. (Third Scottish Ameri- 
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can Trust Company, Lid. v. U. S., 41-1 ustc 
7 9284, 37 F. Supp. 279 (Ct. Cls). A for- 
eign tax upon income of a foreign corpora- 
tion’s United States subsidiaries was allocated 
to United States income to the extent that 
such income was distributed as a taxable 
dividend within the taxable year. (Com- 
mercial Union Assurance Company, Lid. v. 
Commissioner, above. Other apportionment 
rulings may be found in G. C. M. 6601, 
VIII-2 CB 322 (ship depreciation), I. T. 
2792, above (buying depot expenses).) 


Foreign tax credit—The foreign tax 
credit under Code Section 131 is not al- 
lowed. (Code Section 234.) Reference 
should be made, however, to particular in- 
come tax treaties. 


Returns.—The return form is Form 1120 
which is prescribed for domestic corpora- 
tions also. (Regulations Section 29.235-2(b).) 


As in the case of a domestic corporation, 
the return for the calendar year must be 
filed on March 15 or, in the case of a fiscal 
year, on the fifteenth day of the third month 
following the close of the fiscal year 
(Code Section 235(a); Regulations Section 
29.235-1(b)), and payment of tax must be 
made at the same time or in quarterly in- 
stallments beginning at such time (Code Sec- 
tion 236(a) ; Regulations Section 29.236-1(b)). 
However, although the Regulations fail to 
point this out, the Code further provides 
that “In the case of a foreign corporation 
not having any office or place. of business in 
the United States’ (italics. supplied), the re- 
turn for the calendar year may be filed on 
or before June 15 or, in the case of a fiscal 
year, on or before the fifteenth day of the 
sixth month following the close of the fiscal 
year (Code Section 235(a)), and payment of 
tax may be made at the same time or in 
quarterly installments beginning at such 
time (Code Section 236(a)). 


If the corporation has no office or place 
of business in the United States but has an 
agent in the United States, the return must 
be made by the agent. (Code Section 235 
(a); O. D. 586, 3 CB 284; G. C. M. 11000, 
XI-2 CB 298. But compare I. T. 1359, I-1 
CB 292; G. C. M. 4892, VII-2 CB 195.) 


As to what is an office or place of busi- 
ness in the United States, see the following: 
Commissioner v. Scottish American Investment 
Company, Ltd., above; The Linen Thread 
Company, Ltd. v. Commissioner, 42-1 ustTc 
9477, 128 F. (2d) 166 (CCA-2), certiorari 
denied 317 U. S. 673; Aktiebolaget Separator 
v. Commissioner, 42-2 ustc J 9542, 128 F. (2d) 
739 (CCA-2), certiorari denied 317 U. S. 661; 
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Aktiebolaget Separator v. Hoey, 49-1 ustc 
§ 9253 (DC N. Y.); The Linen Thread Com- 
pany, Lid. v. Commissioner, 46-1 ustc J 9125, 
152 F. (2d) 625 (CCA-2); Recherches In- 
dustrielles, CCH Dec. 12,097, 45 BTA 253 
(1941); I. T. 3260, 1939-1 CB (Pt. 1) 199, 


The return must be filed with the collector 
of internal revenue for the district in which 
the corporation has its principal place of busi- 
ness or principal office or agency in the United 
States. (Regulations Section 29.235-1(b).) 


A return must be filed where the corpo- 
ration has gross income from United States 
sources, even though it has no net income. 
(I. T. 1170, I-1 CB 291.) 


A true and accurate return must be filed 
to obtain the benefit of deductions and cred- 
its. (Code Section 233; Regulations Section 
29.233-1; Blenheim Company, Ltd. v. Commis- 
sioner, 42-1 ustc $9310, 125 F. (2d) 906 
(CCA-4) (return filed late and after the 
Commissioner had prepared a return for the 
taxpayer, which he did after the taxpayer 
had repeatedly flouted his requests to file 
such return); Gladstone Company, Ltd., CCH 
Dec. 9610, 35 BTA 764 (1937) (deficient in-. 
formation in a late return) ; Taylor Securities, 
Inc., CCH Dec. 10,835, 40 BTA 696 (1939) 
(late return filed after a petition and answer 
in the Board of Tax Appeals); Georday En- 
terprises, Ltd. v. Commissioner, above. But 
compare Anglo-American Direct Tea Trading 
Company, Ltd., CCH Dec. 10,446, 38 BTA 711 
(1938) (nonacq.) (late return); Ardbern 
Company, Ltd. v. Commissioner, above.) 


Foreign corporations may not file consoli- 
dated returns. (Code Section 141 (e) (3). 
But see Code Section 141 (g).) 


Withholding.—The income of resident 
foreign corporations is free from withhold- 
ing. (Regulations Sections 29.143-3, 29.144-2.) 


Excess profits tax.—Resident foreign cor- 
porations are subject to the excess profits 
tax under the Excess Profits Tax Act of 
1950, which added Sections 430-472 to the 
Code. Special provisions regarding resident 
foreign corporations will be discussed against 
the backdrop of a brief summary of the act 
which is applicable to taxable years ending 
after June 30, 1950. 


The act imposes a 30 per cent tax on 
what is regarded as excess profits earned 
by corporations beginning July 1, 1950 (with 
a 62 per cent ceiling rate for normal tax, 
surtax and excess profits tax). The rate is 
proportionately reduced for a taxable year 
beginning before July 1, 1950. The 30 per 
cent excess profits tax is computed as an 
additional tax over and above the corporate 
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normal income tax and surtax. The basic 
concept of the tax is that a normal standard 
of earnings for the taxpayer is 85 per cent 
of the average of its net earnings for the best 
three out of four years in the 1946-1949 pe- 
riod and that everything in excess of such 
normal standard is excess profits taxable at 
the 30 per cent rate. The act’s myriad devi- 
ations from this basic concept are all de- 
signed to relieve hardship or to take care 
of special situations. 


To arrive at the “adjusted excess profits 
net income” on which the 30 per cent excess 
profits tax is imposed, the act starts with 
the “normal tax net income” for the par- 
ticular excess profits tax year. This is then 
adjusted to eliminate specified classes of 
nonrecurring and other income or parts 
thereof and specified deductions and credits 
or parts thereof. To obtain “adjusted excess 
profits net income,” there is deducted the 
“excess profits credit,” which is the portion 
of the corporation’s income considered to 
be normal and the “unused excess profits 
credit adjustment.” 


The excess profits credit may be deter- 
mined in one of two ways—by using the in- 
come method or the invested-capital method. 
The taxpayer may choose whichever of these 
methods results in a lesser excess profits 
tax, and the method used may be changed 
by the taxpayer at will. No binding election 
is required to be made. The minimum credit 


is $25,000. 


Under the income method, the excess profits 
credit generally is 85 per cent of the “aver- 
age base period net income,” that is, the av- 
erage normal tax net income, adjusted by 
complete or partial elimination of specified 
nonrecurring and other classes of income 
and deductions for the best three out of the 
four base-period years (generally 1946-1949), 
with a 12 per cent increase for net additions 
to capital made late in the base period and 
a 12 per cent adjustment for any net capital 
additions or reductions in the excess profits 
tax years. 


Under the invested capital method, the 
excess profits credit is the sum of (a) an 
“invested capital credit” reduced by an amount 
for so-called inadmissable assets (assets the 
income from which is not subject to excess 
profits tax, that is, stock and tax-exempt 
bonds) and (b) a “new capital credit.” The 
invested capital includes equity capital and 
75 per cent of borrowed capital, both of 
which terms are specifically defined. The 
invested capital credit is 12 per cent of the 
first $5 million of invested capital plus 10 
per cent of the next $5 million of invested 
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Income method is not available to all cor- 
porations. It depends on the calendar. 


capital and plus 8 per cent of the balance of 
the invested capital. The new capital credit 
is 12 per cent of the amount of net new cap- 
ital for the taxable year. Reductions in in- 
vested capital during the taxable year operate 
to offset capital additions during the year. 
There is also a “recent loss adjustment” 
upward for qualifying taxpayers. 

The foregoing represents a general outline 
of the so-called “asset approach” of com- 
puting invested capital and the excess prof- 
its credit thereunder. The taxpayer is granted 
the alternative, if it'specifically so elects, of 
computing its invested capital (and the ex- 
cess profits credit thereunder) under the so- 
called “historical approach.” 


There are numerous “relief”? provisions 
in the act. 

The excess profits tax is a part of the 
income tax law, and therefore the excess 


profits tax is reported on the corporation’s 
income tax return. 


Except as herein otherwise noted, the pro- 


visions of the Excess Profits Tax Act of 
1950 apply generally to resident foreign cor- 
porations. Foreign personal holding com- 
panies, as defined in Code Section 331, and 
personal’ holding companies, as defined in 
Code Section 501, are exempt. (Code Sec- 
tions 454 (b) and 454 (d).) Such corpora- 
tions must file with their returns a statement 
showing under what paragraph of Code 
Section 454 they claim exemption. (Regu- 
lations Section 40.454-1 (b).) 


Of course, since the tax is laid only on 
the “adjusted excess profits net income” 
(Code Section 430 (a)), which is defined 
as “excess profits net income” minus the 
excess profits credit and the unused excess 


profits credit adjustment (Code Section 
431), and “excess profits net income” is 
in turn defined as “the normal tax: net in- 
come” plus or minus specified adjustments 
(Code Section 433 (a)), and since “the nor- 
mal tax net income” of a resident foreign 
corporation is computed by taking into ac- 
count gross income only from sources within 
the United States and specified deductions 
and credits relating thereto, the excess prof- 
its tax as applied to a resident foreign cor- 
poration does not reach out to tax income 
from sources without the United States nor 
generally permit deductions and credits re- 
lating to such income. 


A resident foreign corporation has the 
option of computing its excess profits cred- 
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its under the income method only if it was 
in existence on January 1, 1946, it was a resi- 
dent foreign corporation at some time during 
each of the base period years and its first 
taxable year under the Excess Profits Tax 
Act of 1950 begins on or before July 1, 1950. 
Otherwise only the invested-capital method 
is available. (Code Section 434 (b); Regula- 
tions Section 40.434-1 (c).) 


Under the income method, the excess profits 
credit of a foreign corporation is 85 per cent 
of the average base period net income. (Code 
Section 435 (a) (2).) In computing the 
average base period net income, the starting 
point again is the normal tax net income. 
(Code Section 433 (b).) Therefore, only 
income from sources within the United States 
and deductions and credits relating thereto 
are taken into account in computing this 
credit. A foreign corporation does not have 
the advantage of adding to this amount of 
credit, the credits for base-period capital 
additions under Code Section 435 (f) (see 
Regulations Section 40.435-6 (a) (3)) or for 
net capital additions for the taxable year 
under Code Section 435 (g) (1). Nor does 
it make any adjustment for net capital reduc- 
tions. (Regulations Section 40.435-7 (a) (3).) 


Special provision is made for computation 
of the excess profits credit under the in- 
vested-capital method in the case of a for- 
eign corporation. Code Section 436 (b) (1) 
(A) provides that the excess profits credit 
shall be determined in accordance with rules 
and regulations prescribed by the Secretary 
of the Treasury. Under these rules there 
are to be taken into account only those as- 
sets held, by the corporation in the United 
States, those liabilities which are directly 
related to its United States assets and those 
borrowings which are United States liabili- 
ties. More specific definitions of “United 
States assets” and “United States liabilities” 
are left to rules and regulations to be pre- 
scribed by the Secretary of the Treasury. 
(Code Section 436 (b) (2).) Code Section 
436 (b) (1) (B) provides that if the secre- 
tary determines that the United States assets 
of the taxpayer cannot satisfactorily be seg- 
regated from its other assets or that the 
United States liabilities of the taxpayer can- 
not satisfactorily be segregated from its 
other liabilities, the invested capital of the 
taxpayer shall be an amount which is the 
same percentage of the sum of the equity 
capital, determined under Code Section 437 
(c) as of the last day of the taxable year, 
and 75 per cent of the daily borrowed cap- 
ital, determined under Code Section 439 (b) 
for the day following such last day, which 
the net income for the taxable year from 
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United States sources is of the total net in- 
come of the taxpayer for such year. Foreign 
corporations are not entitled to any new cap- 
ital credit under Code Section 438 (a). They 
are not entitled to elect to compute their 
invested capital under Code Section 458 re- 
lating to historical invested capital. (Regu- 
lations Section 40.436-2.) 


Various provisions of the act granting 
special relief are made inapplicable to for- 
eign corporations. 


Code Section 449 (b) provides special 
treatment for “personal service corporations,” 
permitting them to elect not to be subject 
to the excess profits tax and, in that event, 
providing that the undistributed income of 
the corporation will be taxed to its share- 
holders. However, the term “personal serv- 
ice corporation” is so defined as not to include 
any foreign corporation. (Code Section 
449 (a); Regulations Section 40.449-2 (a).) 


Code Section 450 gives special relief to cor- 
porations engaged in the mining of specified 
strategic minerals. However, the section is 
expressly confined to domestic corporations. 
(Code Section. 450 (a).) 


Code Sections 461-464 contain special pro- 


visions with reference to the computation 
of the excess profits credit under the income 
method in connection with certain generally 
nontaxable corporate reorganizations during 
the base period or subsequent to the base 
period. The design is to permit the experi- 
ence prior to reorganization to be aggre- 
gated for the purposes of determining excess 
profits credit under the income method. 
However, foreign corporations are specif- 
ically excluded from such provision. (Code 
Section 465.) 

Code Section 472 provides special rules 
for the determination of the basis of assets 
acquired in a nontaxable “intercorporate liq- 
uidation” for the purposes of the determina- 
tion of the invested capital credit. It applies 
the principle that where the transferee re- 
ceives property in exchange for stock which 
had a cost basis in the hands of the trans- 
feree, the property received by the transferee 
shall have an adjusted basis for excess prof- 
its tax purposes determined by the cost basis 
of the stock previously held by the trans- 
feree. Provision is made for regulations to 
be prescribed by the Secretary of the Treas- 
ury with respect to the application of Code 
Section 472 where the transferor or trans- 
feree is a foreign corporation. (Code Sec- 
tion 472 (g) (1).) 


_ Dividends received by any corporation 
from foreign corporations (just as dividends 
received from domestic corporations) are ex- 
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cluded from excess profits net income for. 
the tax period whether the excess profits 
credit is determined under the income method 
or under the invested-capital method. (This 
exclusion is not extended to dividends re- 
ceived from foreign personal holding com- 
panies.) (Code Section 433 (a) (1) (A).) 
Such dividends are also excluded from the 
base period income of income-method -tax- 
payers. (Code Section 433 (b) (6).) 


Nonresident Corporations 


Only specified kinds of the classes of gross 
income from “sources within the United States” 
(italics supplied) are taxable. Such classes 
are of the generic type described as “fixed 
or determinable annual or periodical.” (Code . 
Sections 231 (a) (1), 231 (c); Regulations 
Sections 29.143-2, 29.231-1 (a), 29.231-2(a).) 
Thus, one main difference between the tax- 
ation of resident foreign corporations and 
nonresident foreign corporations is that non- 
resident foreign corporations are taxable only 
on so-called “fixed or determinable annual or 
periodical” (italics supplied) income. Neither 
category of foreign corporation is taxable 
on income from sources without the United 
States. (Regulations Sections 29.143-3, 
29.231-1 (a).) Another significant difference 
between the taxation of resident corpora- 
tions and nonresident corporations is that 
nonresident corporations are taxable at a 
flat 30 per cent rate in lieu of the income 
and surtax rates under Code Sections 13, 14 
and 15. (Code Section 231 (a) (1).) Refer- 
ence should be made to particular income 
tax treaties. 


TAXABLE INCOME 


Only specific kinds of gross income from 
“sources within the United States’ (italics 
supplied) are taxable. As to what consti- 
tutes gross income from sources within 
the United States, see the discussion above 
under the heading “Resident Corporations,” 
subheading “Taxable income.” 


The specified kinds of gross income are 
‘interest (except interest on deposits with 
persons carrying on the banking business), 
dividends, rents, salaries, wages, premiums, 
annuities, compensations, remunerations, 
emoluments, or other fixed or determinable an- 
nual or periodical gains, profits, and income.” 
(Code Section 231 (a) (1); Regulations Sec- 
tions 29.143-2, 29.231-1 (a), 29.231-2 (a).) 

The term “fixed or determinable annual 
or periodical” income is broadly interpreted, 
possibly to cover any income other than 
gain from the sale of real or personal prop- 
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erty (for this purpose, patents or copyrights 
sometimes are treated almost as if they were 
not personal property). (Wodehouse and 
Rohmer, above; Regulations Section 29.143-2. 
But compare Commissioner v. Celanese Cor- 
poration of America, 44-1 ustc { 9147, 140 F. 
(2d) 339 (CA of D. C.) ; Kimble Glass Com- 
pany, CCH Dec. 15,963, 9 TC 183 (1947); 
General Aniline & Film Corporation v. Com- 
missioner, 44-1 ustc { 9134, 139 F. (2d) 759 
(CCA-2); G. C. M. 21575, 1939-2 CB 172.) 
The foregoing cases establish the rule that 
royalties in almost any form, including a 
lump sum, are taxable. (See Regulations 
Section 29.143-2; Misbourne Pictures, Ltd., 
50-1 ustc ff 9348, 90 F. (2d) 978 (DCN. Y.).) 


Broadly, all kinds of income included in 
Code Section 119 (a) in the first four classes 
of income from sources within the United 
States are considered to be “fixed or deter- 
minable annual or periodical.” 


Interest.—Interest is “fixed or deter- 
minable annual or periodical” even if it 
is not of recurrent character or not paid 
in installments. (Lang, CCH Dec. 12,089, 
45 BTA 256 (1941) (interest on a judg- 
ment); I. T. 3889, above (increment on 
Treasury bills issued at a discount). But 
compare L. O. 1024, 2 CB 189; I. T. 1398, 
I-2 CB 149; O. D. 534, 2 CB 103; I. T. 
2330, V-1 CB 76 (gain realized from bank 
acceptances purchased at a discount).) Ref- 
erence should be made to particular income 
tax treaties. 


Code Section 231 (a) (1) specifically ex- 
cepts “interest on deposits with persons car- 
rying on the banking business.” (Compare 
Code Section 119 (a) (1) (A).) This ex- 
emption does not apply to interest on bal- 
ances held by an import-export firm. (I. T. 
1311, I-1 CB 224.) Estate tax cases and rul- 
ings teach that the deposit must definitely 
be with a bank but that it need not neces- 
sarily be in the form of a regular commer- 
cial or savings account. (See, for example, 
Gade, CCH Dec. 16,326, 10 TC 585 (1948) ; 
Forni, CCH Dec. 12,551, 47 BTA 76 (1942) 
(acq.); Rosenblum v. Anglim, 43-1 ustTc 
7 10,044, 135 F. (2d) 512 (CCA-9); Todd v. 
U. S., 2 ustc J 667, 46 F. (2d) 589 (Ct. Cls., 
1931).) 


Interest on United States obligations is- 
sued prior to March 1, 1941, is wholly exempt 
from income tax while beneficially owned 
by a nonresident foreign corporation. (I. T. 
3262, above; I. T. 2815, XIII-2 CB 78.) 


Dividends.—Dividends of the usual species 
are taxable and so, also, are other types of 
dividends which are less “periodical.” A dis- 
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tribution in redemption of stock is taxable to a 
nonresident foreign corporation if it has the 
effect of a taxable dividend. (De Nobili Ci- 
gar Company, CCH Dec. 13,004, 1 TC 673, 


‘aff'd 44-2 ustc $9371, 143 F. (2d) 436 


(CCA-2).) Amounts received as a distribu- 
tion in partial or complete liquidation of a 
corporation should not be taxable. (Compare 
Hay v. Commissioner, above. But com- 
pare I. T. 3781, 1946-1 CB 119. As to tax- 
able stock rights, see G. C. M. 25063, 1947-1 
CB 45; Special Rulings, 1948 CCH Standard 
Federal Tax Reports § 6175, January 15, 
1948, and 1949 CCH Standard Federal Tax 
Reports J 6125, April 21, 1949.) Capital gain 
dividends distributed by a regulated invest- 
ment company under Code Section 362 (b) 
(7) are not taxable to a nonresident foreign 
corporation. (I. T. 3805, 1946-1 CB 120.) 
Reference should be made to particular in- 
come tax treaties. 


Nonresident corporations are not allowed 
the 85 per cent dividends received credit. 
(Regulations Section 29.233-1.) 


Compensation.— Compensation is very 
broadly covered by the express language of 
Code Section 231 (a) (1). Commissions are 
included. (Regulations Section 29.143-2.) 
Commissions on account of a single transac- 
tion may, perhaps, not be included. (O. D. 907, 
4 CB 232. See also G. C. M. 21575, above 
(prizes).) Amounts paid to cover travelling 
expenses or to reimburse the taxpayer 
therefor may perhaps not be_ included. 
(T. D. 2079, November 24, 1914; T. D. 
2135, January 23,1915.) ° 


Rentals, Royalties—Additions to rent, 
such as taxes, interest and insurance pre- 
miums, are taxable.. (Regulations Section 
29.143-2.) Royalty cases have been dis- 
cussed above. Lump-sum payments may 
be royalties. (See, for example, Wode- 
house and Rohmer, above.) Income from 
the production and sale of oil is taxable. 
(Bowlen, CCH Dec. 14,283, 4 TC 486 (1945).) 
Reference should be made to particular in- 
come tax treaties. 


Other kinds of income probably comprised 
within the above four classes are taxable to 
nonresident foreign corporations. (But com- 
pare I. T. 1359, above.) 


Increment on United States Treasury bills 
issued at a discount is taxable. (I. T. 3889, 
above.) 


Gains.—Gains from the sale of real or per- 
sonal property in the United States are not 
taxable to a nonresident corporation (but note 
that it will be engaged in United States busi- 
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ness if its sales in the United States are made 
under such circumstances as to constitute en- 
gaging in United States business and are 
outside the exception in Code Section 211 
(b) relating to sales of securities and com- 
modities on commodities exchanges). (Reg- 
ulations Sections 29.143-2, 29.231-2 (a), 
29.231-2 (b).) 


Items exempt by statute, treaty or the 
United States Constitution are not taxable, 
even if such items are derived from sources 
within the United States and “fixed or deter- 
minable annual or periodical.” (Code Sec- 
tions 22 (b), 112, 116, 212 (b), 231 (d). Com- 
pare Chapman, above.) Thus, interest upon 
obligations of a state or city in the United 
States is exempt. (Code Section 22 (b) (4); 
Waldorf Astor, above.) Code Section 231 
(d) relates to operators of ships under for- 
eign flags and aircraft of foreign registry. 
(See Regulations Section 29.231-3.) 


Rates.—There is a flat rate of tax of 30 
per cent on such gross income. (Code Sec- 
tion 231 (a) (1); Regulations Sections 29.231-1 
(a), 29.232-1.) See, however, particular in- 
come tax treaties. (Code Section.22 (b) (7); 
Regulations Sections 29.231-1 (a), 29.144-1, 
29.144-2.) 


Credits——There are no credits. (Regula- 
tions Section 29.233-1. Compare Code Sec- 
tions 231 (a) (1) and 233.) 


Deductions.—“A nonresident foreign cor- 
poration is not allowed any deductions from 
gross income from sources within the United 
States, the tax being imposed upon the amount 
of gross income received. (See Section 
29.231-1).” (Regulations Section 29.232-1(a).) 


Foreign tax credit.—The foreign tax credit 
under Code Section 131 is not allowed. (Code 
Section 234.) Reference should be made to 
particular income tax treaties. 


Returns.—The return form is Form 1120NB. 
No return is required where the tax lia- 
bility is fully satisfied at the source. (Regu- 
lations Section 29.235-2 (a); compare Code 
Section 235 (b).) Withheld tax must be in- 
cluded as a part of taxable income. (Code 
Section 143 (d).) 


The return for the calendar year must be 
filed on June 15 or, in the case of a fiscal 
vear, on the fifteenth day of the sixth month 
following the close of the taxable year. (Code 
Section 235 (a); Regulations Section 29.235-1 
(a).) Payment of tax must be made at the 
same time or in quarterly installments begin- 
ning at such time. (Code Section 236 (a); 
Regulations Section 29.236-1 (a).) 


Foreign Corporations 


If a nonresident corporation has an agent 
in the United States, the return must be 
made by the agent. (Code Section 235 (a); 
Regulations Section 29.235-1 (a); G. C. M. 
11000, above; but compare G. C. M. 4892, 
above.) 


The return must be filed with the collector 
of internal revenue, Baltimore, Maryland. 
(Regulations Section 29.235-1 (a).) 


Foreign corporations may not file consol- 
idated returns. (Code Section 141 (e) (3). 
But see Code Section 141 (g).) 


Withholding.—To facilitate the collection 
of tax from nonresident foreign corporations, 
tax is required to be withheld by persons 
paying out specified kinds of income from 
United States sources to such corporations. 
(Code Section 143 (b); Regulations Section 
29.143-1 (a).) Code Section 144 makes ap- 
plicable to payer nonresident foreign corpora- 
tions the provisions of Code Section 143 relat- 
ing to payer nonresident aliens. The kinds of 
income are the “fixed or determinable annual 
or periodical” income upon which a nonresi- 
dent foreign corporation is taxable. (Code Sec- 
tion 143 (b); Regulations Section 29.144-1.) 
Reference should be made to particular in- 
come tax treaties. (See also Regulations 
Section 29.144-2.) 


“All persons, in whatever capacity acting, 
including lessees or mortgagors of real or 
personal property, fiduciaries, employers, and 
all officers and employees of the United States, 
having the control, receipt, custody, dis- 
posal, or payment” of the specified kinds of 
income of any nonresident foreign corpora- 
tion must withhold the tax. (Code Section 
143 (b); see Code Section 3797 (a) (16).) 


“Since no withholding of tax on bond in- 
terest, dividends, or other income is required 
in the case of a resident foreign corporation 
(see Section 29.143-3), the person paying 
such income should be notified by a letter 
from such corporation that it is not subject 
to the withholding provisions of the Internal 
Revenue Code. The letter from the corpo- 
ration shall contain the address of its office 
or place of business in the United States and 
be signed by an officer of the corporation, 
giving his official title. Such letter of noti- 
fication, or copy thereof, should be immedi- 
ately forwarded by the recipient to the Com- 
missioner of Internal Revenue, Withholding 
Returns Sections, Washington, D.C.” (Reg- 
ulations Section 29.144-2; I. T. 2952, XV-1 
CB 58.) 


“When a payor corporation, or any other 
person (including a nominee), having the 
control, receipt, custody, disposal, or pay- 
ment of dividends has no definite knowledge 
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A withholding agent is personally liable. 


of the status of a shareholder, the tax should 
be withheld if the shareholder’s address is 
outside the United States. If the sharehold- 
er’s address is within the United States, 
it may be assumed that such shareholder is 
a citizen or a resident thereof. Unless the 
name and style of the shareholder are such 
as to indicate clearly that he is a nonresident 
alien, an address in care of another person 
in the United States does not of itself war- 
rant the treating of the shareholder as a non- 
resident alien. If a shareholder changes his 
address from a place without the United 
States to a place within the United States, 
the tax should be withheld unless proof is 
furnished showing that he is a citizen or a 
resident of the United States. A person’s 
written statement that he is a citizen, or 
resident of the United States, may be relied 
upon by the payor of income as proof that 
such person is a citizen or resident of the 
United States.” (Italics supplied. ) (Regula- 
tions Section 29.144-2; I. T. 3020, X V-2 CB 
106; I. T. 2952, above.) The foregoing prob- 
ably can be used by payors as a guide, by 
way of analogy, in the case of corporate 
shareholders. 


The following payors must withhold tax: 


(1) A resident owner of record of stock if 
the beneficial owner is a nonresident foreign 
corporation (I. T. 2938, XIV-2 CB 139; 
I. T. 2997, X V-2 CB 106); 


(2) A manager for a foreign syndicate 
(Bowlen, above; Van Iderstine, CCH Dec. 
7207, 24 BTA 291 (1931); but compare 
Branch, CCH Dec. 10,497, 38 BTA 1139 
(1938) (acq.)); 


(3) Resident or domestic fiduciaries. (Reg- 
ulations Section 29.143-1 (a)); 


(4) One who deposits income in a non- 
resident corporation’s bank account (I. T. 
2624, XI-1 CB 122); ' 

(5) One who makes payment to a United 
States agent of a nonresident corporation 
(if the payor does not withhold, the agent 
must) (I. T. 2624, above; but compare O. D. 
1085, 5 CB 191); 


(6) One who pays rent to a nonresident 
corporation (G. C. M. 18835, above) ; 


(7) A corporation which makes a distri- 
bution, other than a nontaxable distribution 
payable in stock or stock rights or a dis- 
tribution in partial or complete liquidation, 
without regard to any claim that all or a 
portion of such distribution is not taxable 
(Regulations Section 29.143-1 (a); I. T. 


650 


3020, above; as to distributions having the 
effect of a taxable dividend, see the discus- 
sion under the heading “Nonresident Cor- 
porations,” subheading “Taxable income”); 


(8) One who pays interest on bonds or 
securities, if the owner is unknown to the 
withholding agent (Regulations Section 
29.143-1 (a)); 


(9) An assignee of the property of a 
debtor, where such assignee assumes the 
obligations of the debtor, must withhold such 
taxes as were required to be withheld by the 
debtor (Regulations Section 29.143-1 (a)). 


The following need not withhold: 


(1) One who promises or guarantees, 
making no actual payments (Tonopah and 
Tidewater Railroad Company, Ltd. v. Com- 
missioner, 40-2 ustc J 9543, 112 F. (2d) 970 
(CCA-9), overruling I. T. 3059, 1937-1 CB 
111; Branch, above; compare A. R. R. 265, 
3 CB 215), but payment in kind may not be 
made by a payor to the nonresident corpo- 
ration until the payor is placed in funds for 
the withholding of cash (Regulations Sec-. 
tion 29.143-7) ; 


(2) A person who pays accrued interest to 
a nonresident corporation upon the sale of 
a bond between interest dates (Regulations 
Section 29.143-1); 


(3) A debtor corporation which appoints 
a withholding agent and files notice of such 
appointment with the Commissioner of In- 
ternal Revenue (Regulations Sections 29.143-1 
(a), 29.143-7). 


The kinds of income subject to withhold- 
ing are limited to the kinds of United States 
income upon which a nonresident foreign 
corporation is taxable (“fixed or determina- 
ble annual or periodical’). (Code Section 
143 (b); Regulations Section 29.143-2.) It 
should be noted that no withholding is re- 
quired in the case of dividends paid by a 
foreign corporation, unless the payor cor- 
poration is engaged in United States busi- 
ness and more than 85 per cent (not merely 
50 per cent as is specified in Code Section 
119 (a)) of its gross income for the three- 
year period ending with the close of its tax- 
able year preceding the declaration of such 
dividend was derived from United States 
sources. (Code Section 143 (b); Regulations 
Sections 29.144-1 and 29.144-2.) Reference 
should be made to particular income tax 
treaties. (See also Regulations Sections 
29.143-3, 29.144-2.) 


The rate of withholding is 30 per cent ex- 
cept where modified by income tax treaties. 
(Code Section 143 (b); Regulations Sections 
29.144-1 and 29.144-2.) 
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A return is required of the payor—with- 
holding agent—on March 15. Payment must 
also be made on March 15. The withholding 
agent is made personally liable for the tax. 
(Code Section 143 (c); Regulations Section 
29.143-7.) Payment of the tax by the re- 
cipient of the income relieves the agent of 
liability therefor. (Code Section 143 (e); 
Regulations Section 29.143-9.) 


With respect to most kinds of income, 
Form 1042 is to be filed by the payor on 
March 15. (Regulations Section 29.143-7.) 
In the case of interest on bonds or other 
obligations of corporations, the payor must 
file an annual return, on Form 1013, on March 
15, a monthly return, on Form 1012, on the 
twentieth day of the month following that 
for which the return is made, accompanied 
by ownership certificates, on Form 1001 
(T. D. 4460, XIII-2 CB 83; Regulations Sec- 
tions 29.143-6, 29.143-7, and a quarterly re- 
turn, on Form 1012, on the last day of the 
month following termination of the quarter, 
accompanied by Form 1001. (Regulations 
Section 29.143-7.) 

Withheld tax is credited against the lia- 
bility shown on the nonresident corporation’s 
return. If the withheld tax exceeds the tax 
liability, the nonresident corporation is en- 
titled to and should claim credit or refund. 
(Code Sections 143 (e), 143 (f), 216; Regu- 
lations Section 29.143-9.) The withholding 
agent is entitled to a refund of an overpay- 
ment only if the tax was not actually with- 
held by it. (Code Section 143 (f); Bank of 
America National Trust and Savings Associa- 
tion v. Anglim, 43-2 ustc J 9596, 138 F. (2d) 7 
(CCA-9); Pauker v, U. S., 38-2 ustc J 9388, 
23 F. Supp. 821 (DC N. Y.) ; Capital Estates, 
CCH Dec. 12,500, 46 BTA 986 (1942), aff'd 
43-2 ustc J 9573, 138 F. (2d) 156 (CCA-3); 
compare McGrath v. Dravo Corporation, 50-2 
ustc J 9422.) However, he can contest lia- 
bility. (Houston Street Corporation v. Com- 
missioner, 36-2 ustc J 9423, 84 F. (2d) 821 
(CCA-5).) 

Tax-free covenant bonds are a special cat- 
egory not covered herein. (See Code Sec- 
tion 143 (a).) 

Reference should be made to particular 
income tax treaties and Treasury regula- 
tions thereunder for provisions for inter- 
change of information between the. United 
States and the other contracting country and 
additional information returns by withhold- 
ing agents. 


Excess Profits Tax.—As stated in the 
House and Senate reports on the Excess 
Profits Tax Act of 1950, the act “follows the 
precedent of the World War II statute and 


Foreign Corporations 


specifically exempts such corporations.” (Code 
Section 454 (e).) The nonresident foreign 
corporation must, however, file with its 
return a statement showing under what 
paragraph, of Code Section 454 it claims 
exemption. (Regulations Section 40.454-1 (b).) 


Withholding and Information Returns 


A payor foreign corporation, engaged in 
business within the United States or having 
an office or place of business or a fiscal or 
paying agent in the United States, is subject to 
the same withholding obligations with re- 
spect to payments to nonresident alien in- 
dividuals, nonresident partnerships composed 
in whole or in part of nonresident alien in- 
dividuals and nonresident corporations as a 
domestic corporation, except that no with- 
holding is required “in the case of dividends 
paid by a foreign corporation unless (1) 
such corporation is engaged in trade or busi- 
ness within the United States, and (2) more 
than 85 per centum [not merely 50 per cent 
as is specified for taxability in Code Section 
119(a)] of the gross income of such corpora- 
tion for the three-year period ending with the 
close of its taxable year preceding the declara- 
tion of such dividends (or for such part of such 
period as the corporation has been in existence) 
was derived from sources within the United 
States, as determined under the provisions 
of section 119.” (Code Sections 143 (b), 
144; Regulations Sections 29.143-1, 29.144-1; - 
Mimeograph 4323 and I. T, 2836, above.) 


Every payor foreign corporation engaged 
in business within the United States or 
having an office or place of business or a 
fiscal or paying agent here is required to 
make an information return on Form 1099 
in the same manner as a domestic corpora- 
tion with respect to dividends, amounting to 
$100 or more during each calendar year, paid 
to any United States citizen or resident in- 
dividual or a resident partnership, any mem- 
ber of which is a citizen or resident. (Code 
Section 148; Regulations Section 29.148-1.) 
However, if the foreign corporation was re- 
quired to withhold tax from its dividends 
paid to nonresidents under Code Sections 
143 (b) and 144, it is not required to file 
information on Form 1099 with respect to 
such dividends, since the information on 
withholding Form 1042 is sufficient com- 
pliance with the requirements of Code Sec- 
tion 148. Moreover, if a foreign corporation 
is not required to withhold tax from dividends 
paid to nonresidents for the reason that such 
dividends are income from sources without 
the United States, it is not required to file 
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Form 1099 with respect to such dividends. 
(Mimeograph 4323, above.) 


It would appear that every payor foreign 
corporation engaged in business within the 
United States or having an office or place 
of business or a fiscal or paying agent here 
is required to make an information return 
on Form 1099 with respect to payments of 
fixed or determinable income described in 
Code Section 147 of $600 or more in any 
calendar year. (Code Section 147.) How- 
ever, in the case of such payments of fixed 
or determinable annual or periodical income 
to nonresidents, the withholding returns filed 
on Form 1042 are treated as the requisite 
returns of information and Form 1099 is 
not required. (Regulations Section 29.147-5.) 


Code Section 102 


As provided in Regulations Section 
29.102-1, either a resident or nonresident 
foreign corporation (other than a “personal 
holding company” as defined in Code Sec- 
tion 501 or a “foreign personal holding com- 
pany” as defined in Supplement P, Code 
Section 102 (a)), improperly accumulating 
surplus within the meaning of Code Section 
102 is subject to the penalty tax imposed 
thereby (27% per cent of the “undistributed 
section 102 net income” not in excess of 
$100,000 plus 38 per cent of such “undis- 
tributed section 102 net income” in excess 
of $100,000) if the corporation derives any 
income from United States sources and any 
of its shareholders are within any of the 
following classifications (reference should be 
made, however, to particular income tax 
treaties): 


(1) United States citizens or residents; 


(2) Nonresident alien individuals who, by 
application of Code Section 211 (b) or 211 
(c), would be subject to the surtax with 
respect to distributions of the corporation 
which, if made, would constitute income 
from United States sources; or 


(3) Foreign corporations if any beneficial 
interests therein is owned directly or indi- 
rectly by any shareholder specified in (1) 
and (2) above. 


The Code Section 102 tax does not apply 
even though a resident or nonresident foreign 


corporation derives income from United 
States sources if all its shareholders are 
nonresident alien individuals who, by the 
application of Code Section 211 (a), would 
not be subject to surtax with respect to dis- 
tributions of the corporation, if made. Non- 
resident aliens not subject to surtax are 
those not engaged in United States business 
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whose United States gross income of the 
kind subject to income tax does not exceed 
$15,400 and those not so engaged whose 
minimum tax of 30 per cent of gross income 
exceeds the alternative tax at regular normal 
and surtax rates notwithstanding that such 
United States gross income exceeds $15,400. 


“Section 102 net income” includes only 
net income from United States sources. 
(Regulations Section 29.102-4.) 


“Personal holdings companies” are expressly 
excluded from Code Section 102 liability 
because they are subject to the high penalty 
tax on “undistributed Subchapter A net in- 
come” under Code Section 500 in addition 
to their regular corporate income taxes. 
“Foreign personal holding companies” are 
expressly excluded from Code Section 102 
liability, because, pursuant to Code Section 
337, United States shareholders are taxed, 
in proportion to their shareholdings, on the 
corporation’s “undistributed Supplement P 
net income.” (See below.) 


Personal Holding Company 


A foreign corporation, whether resident 
or nonresident, may be either a “personal 
holding company” subject to the tax imposed 
by Subchapter A of Chapter 2, Code Sec- 
tions 500-511, or a foreign personal holding 
company” subject to the tax imposed by 
Supplement P, Code Sections 331-340. No 
foreign corporation can be both a “personal 
holding company” and a “foreign personal 
holding company,” because Code Section 
501 (b) (5) provides specifically that a 
“foreign personal holding company as de- 
fined in Code Section 331” is not a “personal 
holding company” for purposes of the tax 
imposed by Code Sections 500-511. (See 
Regulations Sections 29.331-1, 29.500-1; 
compare Fides, CCH Dec. 12,578, 47 BTA 280 
(1942), affirmed 43-2 ustc § 9574, 137 F. 
(2d) 731 (CCA-4), certiorari denied 320 
U. S. 797. 


A foreign corporation is a “foreign per- 
sonal holding company” subject to Code 
Sections 331-340 if it meets two statutory 
requirements (Code Section 331; Regula- 
tions Section 29.331-1): (1) the gross-in- 
come requirement that 60 per cent (later 
50 per cent) of its gross income be of the 
type defined in Code Sections 332 and 334 
(c) (2) as “foreign personal holding com- 
pany income,” namely, dividends, interest, 
royalties, annuities, rent and the like, gains 
from a sale or exchange of securities, gains 
from commodity-futures transactions, estate 
and trust income, “incorporated-talent” in- 
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come and “constructive-dividend” income 
(Regulations Sections 29.331-1, 29.331-2, 
29.332-1); and (2) the stock-ownership re- 
quirement specified in Code Section 331 
(a) (2), namely, that more than 50 per 
cent in value of the corporation’s outstand- 
ing stock be owned, directly or indirectly or 
constructively, by or for not more than “five 
individuals who are citizens or residents of the 
United States, hereinafter called ‘United: States 
group’.” (See also Code Section 333; Regula- 
tions Sections 29.331-1, 29.331-3, 29.333(a)-1 to 
29.333(a)-7, 29.333(b)-1.) It has been held, 
although such holding is open to consider- 
able question, that a domestic corporation 
may be one of the five “individuals” owning 
more than 50 per cent of the foreign corpo- 
ration’s stock. (Rodney, Inc. v. Hoey, 44-1 
ustc $9159, 53 F. Supp. 604 (DC N. Y.).) 


For all purposes of Supplement P (Code 
Sections 331-340), the gross income of the 
foreign corporation is computed as if the 
corporation were a domestic corporation, 
and therefore gross income for this purpose 
includes income from all sources whether 
within or without the United States. (Code 
Section 334 (a); Regulations Section 
29.334-1. See also Code Sections 334 (b) 


and 334 (c) and Regulations Section 
29,334-2.) 


The tax imposed by Supplement P (Code 
Sections 331-340) is not imposed on the 
foreign personal holding company itself. It 
is imposed upon the “United, States share- 
holders” of the corporation. (Code Section 
337.) Such “United States shareholders” in- 
clude individual citizens or _ residents, 
domestic corporations, domestic partner- 
ships. and resident estates or trusts. (Code 
Section 337 (a).) Such a shareholder need 
not be one of the “United States group” 
whose existence creates the foreign personal 
holding company status. The requirement 
of Supplement P is that each “United States 
shareholder” include in his gross income, as 
a dividend, his proportionate share of the 
foreign personal holding company’s “undis- 
tributed Supplement P net income.” (Code 
Section 337; Regulations Sections 29.337-1, 
29.337-2, 29.337-3.) See Phanor J. Eder, CCH 
Dec. 12,577, 47 BTA 235 (1942), remanded 
43-2 ustc $9519, 138 F. (2d) 27 (CCA-2). 
See also Code Sections 335, 336; Regulations 
Sections 29.336-1, 29.336-2.) Gain realized 
by a shareholder upon the liquidation of a 
foreign personal holding company is a short- 
term capital gain, whatever the actual hold- 
ing period of his stock. (Code Section 115 
(c); Regulations Section 29.115-5.) Aside 
from the foregoing, the only other important 
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burden resulting from the foreign personal 
holding company status of a foreign corpo- 
ration is the rigorous requirement of monthly 
and other information returns by its officers 
and directors and 50 per cent shareholders. 
(Code Sections 338, 339; Regulations Sec- 
tions 29.338-1, 29.338-2, 29.338-3, 29.339-1, 
29.339-2, 29.339-3. See also Regulations Sec- 
tion 29.113(a)(5)-1(b)(2) (relating to basis 
of stock transmitted at death}.) 


“The fact that a foreign corporation is a 
foreign personal holding company does not 
relieve the corporation from liability for 
the taxes imposed generally under section 
231 upon foreign corporations.” (Regula- 
tions Section 29.333-1.) However, the classi- 
fication of a foreign corporation’ as a foreign 
personal holding company eliminates not 
only the possibility of its being subject to the 
“personal holding company” surtax under 
Subchapter A of Chapter 2 (Code Sections 
500-511), as above pointed out, but also 
to the Code Section 102 penalty tax on 
improper accumulations of surplus. (Regu- 
lations Section 29.331-1.) A foreign personal 
holding company is exempt from the excess 


profits tax. (Code Section 454(b).) 


It is quite apparent that many foreign cor- 
porations meeting the gross-income require- 
ment of “foreign personal holding company” 
will escape this classification, because 50 
per cent or more of their stock will be owned 
by other than United States citizen or resi- 
dent “individuals.” In such cases, particularly, 
it is necessary to consider whether the 
foreign corporation falls within the classifica- 
tion of a “personal holding company” sub- 
ject to the tax imposed by subpart E, Code 
Sections 500-511. Only where the foreign 
corporation is a “foreign personal holding 
company” as defined in Code Section 331 is 
such consideration unnecessary, since such 
foreign corporation is specifically excluded 
from the definition of “personal holding 
company.” (Code Section 501(b)(5); Regu- 
lations Sections 29.331-1, 29.500-1.) 


A foreign corporation is a “personal hold- 
ing company” subject to Code Sections 500- 
511 if it is not a “foreign personal holding 
company” and if it meets two statutory re- 
quirements (Code Section 501; Regulations 
Sections 29.500-1, 29.501-1): (1) the gross- 
income requirement that 80 per cent (later 
70 per cent) of its gross income be of the 
type defined in Code Section 502 as “per- 
sonal holding company income,” namely, 
dividends, interest, mineral, oil or gas royal- 
ties, other royalties, annuities, rents and the 
like, trust income, gains from sales or ex- 
changes of securities, gains from commodity- 
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futures transactions, “incorporated-talent” 
income and “constructive-dividend” income, 
the categories being the same as in the case 
of “foreign personal holding company in- 
come,” discussed above, except for definition 
differences as to rents and mineral, oil and 
gas royalties (Regulations Section 29.501-2, 
29.502-1); and (2) the stock-ownership 
requirement specified in Code Section 501 
(a) (2), namely, that more than 50 per cent 
in value of the corporation’s outstanding 
stock be owned, directly or indirectly or con- 
structively, by or for not more than five 
individuals. (See also Code Section 503; 
Regulations Sections 29.501-3, 29.503(a), 
29.503(b).) 


The following specific exclusion from the 
“personal holding company” category is pro- 
vided by the Regulations with respect to 
foreign corporations wholly owned by non- 
resident aliens: “The term ‘personal hold- 
ing company’, as used in subchapter A of 
Chapter 2, does not include a foreign cor- 
poration if (1) its gross income from sources 
within the United States [for the preceding 
three years or such part thereof as the cor- 
poration has been in existence] is less than 
50 percent of its total gross income from all 
sources and (2) all of its stock outstanding 
during the last half of the taxable year is 
owned by nonresident alien individuals, 
whether directly or indirectly through other 
foreign corporations.” (Regulations Section 
29.500-1. See Fides, above.) 


It is to be noted, however, that under the 
foregoing Regulations, even if a foreign cor- 
poration is wholly owned by nonresident 
aliens, it may be a “personal holding com- 
pany” if 50 per cent or more of its gross 
income is from United States sources. Refer- 
ence should be made, however, to particular 
income tax treaties. 


A foreign corporation which is classified 
as a “personal holding company” is, in any 
event, subject to the personal holding com- 
pany surtax only with respect to its income 
from sources within the United States, but 
the tax applies to even such income as is 
not fixed or determinable annual or periodical 
income under Code Section 231 (a). (Regu- 
lations Section 29.500-1; G. C. M. 18077, 
1937-1 CB 123; See Porto Rico Coal Company 
v. Commissioner, 42-1 ustc J 9315, 126 F. (2d) 
212 (CCA-2); compare Code Section 119.) 


The personal holding company penalty 
surtax imposed by Code Section 500 is 75 
per cent on the first $2,000 and 85 per cent 
on the balance of its “undistributed sub- 


chapter A net income.” 
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(See Regulations 


Section 29.500-1; Code Sections 504 and 505; 
Regulations Section 29.504-1 to 29.504-6, 
29.505-1, 29.505-2.) 


“Corporations so classified are exempt 
from the surtax on corporations improperly 
accumulating surplus imposed by Section 
102, but are not exempt from the other 
taxes imposed by chapter 1 [normal income 
tax and surtax].” (Regulations Section 
29.500-1.) Personal holding companies are 
exempt from excess profits tax. (Code Sec- 
tion 434(d).) 


Tax-Avoiding Transfers 


A method of tax avoidance had been de- 
veloped prior to the Revenue Act of 1932 
whereby, under the nontaxable-reorganiza- 
tion and other tax-free-exchange provisions 
of the various revenue acts, assets on which 
there was unrealized appreciation were trans- 
ferred to a foreign corporation (generally in 
Canada or Newfoundland) and such assets 
were then sold outside the United States 
by the foreign corporation, thus avoiding 
the imposition of United States income tax 
on the capital gain. (See the House and 
Senate reports on Section 112 (k) of the 
1932 Revenue Bill. See Cosby-Wirth Sales 
Book Company, CCH Dec. 6076, 19 BTA 1074 
(1930) (acq.); Hazelton Corporation, CCH 
Dec. 9813, 36 BTA 908 (1937) (nonacq.). But 
compare Ardbern Company, Lid.,. above; 
Kaspare Cohn Company, Ltd., CCH Dec. 9604, 
35 BTA 646 (1937); Helvering v. Curran, 
40-2 ustc J 9717, 114 F. (2d) 1018 (CCA-2) ; 
Hay v. Commissioner, above.) 


This loophole was closed by a loophole- 
closing section in the 1932 Revenue Act. 
The section in the Code, 112 (i), provides 
that in determining the extent to which gain 
shall be recognized in the case of any re- 
organization exchange or distribution or trans- 
fer of property for stock or securities to or 
from a corporation, “a foreign corporation 
shall not be considered as a corporation 
unless, prior to such exchange, it has been 
established to the satisfaction of the Com- 
missioner that such exchange is not in pur- 
suance of a plan having as one of its principal 
purposes the avoidance of Federal income 
taxes.” (See Regulations Section 29.112 
(i)-1; G. C. M. 18399, 1937-2 CB 131; Texas- 
Canadian Oil Corporation, Ltd., above.) 


To bolster this loophole-closing provision, 
the 1932 Revenue Act also imposed a special 
excise tax on such transfers made to avoid 
income tax. (See House and Senate reports 
on Sections 901-904 of the 1932 Revenue 
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Bill.) The sections in the Code are 1250- 
1254. An excise tax is imposed “upon the 
transfer of stock or securities by a citizen 
or resident of the United States, or by a 
domestic corporation or partnership, or by 
a trust, which is not a foreign trust, to a 
foreign corporation as paid-in surplus or as 
a contribution to capital, or to a foreign 
trust, or to a foreign partnership.” (Code 
Section 1250.) This excise tax is 27% per 
cent of the excess of the fair market value 
of the stock or securities at the time of the 
transfer over the cost or other tax basis of 
the stock or securities in the hands of the 
transferor. (Code Section 1250; Regula- 
tions 77, Article 1281.) The tax is not appli- 
cable “if prior to the transfer it is established 
to the satisfaction of the Commissioner that 
such transfer is not in pursuance of a plan 
having as one of its principal purposes the 
avoidance of Federal income taxes” (Code 
Section 1251 (b)) or if the transferee is an 
organization exempt from tax under Sec- 
tion 103 of the 1932 Revenue Act relating 
to charitable, cooperative and other nonprofit 
organizations (Code Section 1251 (a) ). Every 
person making such transfer must file a re- 
turn whether or not the transfer is non- 
taxable under Code Section 1251. (Code 
Section 1253; Regulations 77, Article 1281. 
See also Mimeograph 4016, XII-1 CB 83 
(ruling procedure) ; Mimeograph 4081, XII-2 
CB 98 (duties of transfer agents).) 


The House version of the Revenue Bill 
of 1950 contained a section (206) which 
would have closed a further loophole avail- 
able in the case of the liquidation of a for- 
eign subsidiary of a domestic corporation. 


A foreign subsidiary of a domestic corpo- 
ration does not pay United States income 
tax, and its income is taxed to its domestic 
parent only when the income is received by 
the parent in the form of dividends. 


A domestic parent may allow the earnings 
of a foreign subsidiary to accumulate in the 
foreign subsidiary free of United States in- 
come tax and then liquidate the foreign sub- 
sidiary in a tax-free liquidation under Code 
Section 112 (b) (6), thus bringing the ac- 
cumulated earnings of the foreign subsidiary 
into the domestic parent without United 
States tax liability. 


One obstacle to the employment of this 
loophole is Code Section 112 (i) which pro- 
vides that in order for a foreign subsidiary 
to be considered a party to a tax-free liqui- 
dation, it must be established to the Com- 
missioner’s satisfaction that the liquidation 
is not in pursuance of a plan having as one 


Foreign Corporations 


of its: principal purposes the avoidance of 
United States income taxes. 


This obstacle is not complete even as to 
tax-avoiding liquidations in view of the fact 
that even if the liquidation or merger of a 
foreign subsidiary does not qualify as tax- 
free, the domestic parent will be taxed on 
its gain only at long-term capital gain rates. 


Where it can be shown that the liquida- 
tion is for legitimate business reasons, the 
liquidation results in the domestic parent 
receiving the accumulated earnings of the 
foreign subsidiary without their having ever 
been subjected to United States income tax. 


The House unsuccessfully attempted to 
close this loophole. It sought to provide 
that upon the liquidation of a foreign corpo- 
ration which is over 50 per cent owned, 
directly or indirectly, by less than five do- 
mestic corporations, the domestic corpo- 
rations would be taxed at ordinary rates on 
their ratable shares of the accumulated earn- 
ings of the foreign corporation to the extent 
of the gain by the domestic corporations on 
the liquidation, and that the same principles 
would apply in case of a consolidation or 
merger in which the domestic corporations 
realized gain attributable to the accumulated 
earnings of the foreign subsidiary merged 
or consolidated. The provision would have 
allowed a foreign tax credit against this tax 
to the same extent that it is allowed with 
respect to an ordinary taxable dividend re- 
ceived from a foreign subsidiary. (See 
House Committee Report on H. R. No. 8920, 
Eighty-first Congress, Second Session.) 


The Senate rejected this proposed House 
provision in its entirety. The Finance Com- 
mittee stated: “Your committee believes the 
provision in the House bill is unduly harsh, 
since it taxes distributions in liquidation as 
ordinary income and raises other trouble- 
some problems.” (See Senate Committee Re- 
port, H. R. No. 8920, Eighty-first Congress, 
Second Session.) 


Exempt Corporations 


Under Code Section 101, the income of 19 
categories or classes of charitable, cooper- 
ative and other nonprofit organizations is 
exempt from income and excess profits taxes. 
All such organizations are required to file 
proof of exemption with the collector of inter- 


nal revenue. (Regulations Section 29.101-1.) 
Many categories of exempt organizations 
are also required to file annual returns stating 
items of gross income, receipts and disburse- 
ments. (Regulations Section 29.101-2.) 
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The exemption extends to foreign corpo- 
rations falling within most but not all of the 
19 categories. (G. C. M. 4729, VII-2 CB 58; 
O. D. 616, 3 CB 217; I. T. 1399, I-2 CB 167; 
Code Sections 238, 421 (d).) It does not 
extend to foreign corporations similar to 
corporations falling within the categories 
described in subdivisions (4), (15) and (19) 
of Code Section 101 relating to building and 
loan associations and cooperative banks, fed- 
eral government corporations, and federal em- 
ployee beneficiary associations, respectively. 
Reference should be made to particular in- 
come tax treaties. 


Other Corporations Specially Taxed 


There are various provisions in the 
Code under which banks receive differ- 
ent treatment from that of other corpora- 
tions. No foreign corporation can qualify 
for such special treatment, since Code Sec- 
tion 104 (a), defining “bank,” requires that 
the bank be one incorporated under the laws 
of the United States or of any state or terri- 
tory of the United States. 


Foreign life insurance companies carry- 
ing on a life insurance business within the 
United States are taxed in the same special 
manner as domestic life insurance compa- 
nies. Foreign life insurance companies not 
carrying on a life insurance business in the 
United States are taxable as other foreign 
corporations. (Code Sections 201 (a) (2) 
and (3); Regulations Sections 29.201-1, 
29.201-2. See, generally, Regulations Sec- 
tion 29.231-2.) 

Foreign insurance companies (other than 
life or mutual), foreign mutual marine in- 
surance companies and foreign mutual fire 
insurance companies issuing perpetual poli- 
cies, all of which carry on an insurance busi- 
ness within the United States, are taxed in 
the same special manner as their domestic 
equivalents. Such foreign insurance com- 
panies not carrying on an insurance business 
within the United States are taxable-as are 
other foreign corporations. (Code Sections 





ANSWER YES OR NO 


At the next general election in Wayne County, Michigan, voters will be 
asked to answer the following question: “Shall Act No. 5 of the Local Acts of 
1951, entitled ‘An act to amend section 2 of Act No. 378 of the Local Acts of 1879, 
entitled “An act to provide for the collection of state and county taxes in the 
city of Detroit, repealing Acts No. 241 of the Session Laws of 1863 and No. 88 
of the Session Laws of 1865, amendatory thereto,” as amended by Act No. 6 of 
the Local Acts of 1943; and to provide a referendum thereon’, be approved and 


take effect? Yes] No.” 


It advances the due date for taxes if January 15 is a Sunday. 


204 (a) (2), 204 (a) (3); Regulations Sec- 
tions 29.204-1, 29.204-2. See, generally, 
Regulations Section 29.231-2.) 


All foreign mutual insurance companies 
not taxable under Code Section 201 or 204 
and not specifically exempt under Code Sec- 
tion 101 (11) which carry on an insurance 
business within the United States are taxed 
in the same special manner as their domestic 
equivalents. Such foreign mutual insurance 
companies not carrying on an insurance busi- 
ness within the United States are taxable as 
are other foreign corporations. (Code Sec- 
tion 207 (e); Regulations Section 29.207-1. 
See, generally, Regulations Section 29.231-2.) 

Under Code Sections 361 and 362 a “regu- 
lated investment company” is specially taxed. 
No foreign corporation can qualify for such 
special treatment, since Code Section 361 (a), 
defining “regulated investment company,” 
requires that it be a domestic corporation. 


Information Returns by Attorneys, 
Accountants and Others 


Code Section 3604 (a) prescribes that 
“any attorney, accountant, fiduciary, bank, 
trust company, financial institution, or other 
person, who aids, assists, counsels, or ad- 
vises in, or with respect to, the formation, 
organization or reorganization of any for- 
eign corporation, shall, within 30 days there- 
after, file with the Commissioner a return.” 
The Commissioner of Internal Revenue has 
the authority, which he has exercised in 
T. D. 4917, 1939-2 CB 139, to promulgate 
regulations and to prescribe the form of 
the return, which is Form 959. Code Sec- 
tion 3604 (b) specifies that “Nothing in this 
section shall be construed to require the 
filing by an attorney-at-law of a return with 
respect to any advice given or information 
obtained through the relationship of attor- 
ney and client.” Criminal penalties are pro- 
vided for willful failure to file the required 
return. (Code Section 3604 (c).) 


[The End] 
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To Own or to Lease Business Property 


By JOHN C. BRUTON 


THIS SOUTH CAROLINA ATTORNEY MAKES A CASE FOR LEASING. 
THE ARTICLE WHICH FOLLOWS ON PAGE 662 LOOKS AT LEASE- 
BACKS FROM A BROADER VIEW AND ADDS A DISCUSSION ON THE 
GIFT TAX— ‘‘A COLLATERAL RELATIVE OF THE CLIFFORD TRUST" 


B* LEASING instead of buying busi- 
ness real estate, a taxpayer not only 
avoids the large capital outlay required for 
a purchase but also obtains an income tax 
advantage. The higher the taxes to which 
the business is subject, the greater the 
advantage will be, and where the excess 
profits tax is applicable, the advantage is 
very substantial indeed.” 

This .tax advantage stems from two 
factors. The first is that while rent is fully 
deductible, that portion of the business 
real estate cost attributable to the land 
itself may not be depreciated if the real 
estate is owned. The second is that while 
the amortization of improvements on rented 
land is fully deductible over the period of 
the lease, the depreciation of improvements 
on land owned by the taxpayer is often the 
subject of opinion differences with the Bu- 
reau and may even be the subject of litiga- 
tion. These factors will be developed more 
fully later in this article. 

What about the business which already 
owns its real estate? Here, the tax ad- 
vantage of leasing may in some cases even 
be augmented by a‘further tax advantage 
in “conversion.” But this is true only if 
the real estate in question has increased 
in value since it was acquired or has been 
entirely or largely depreciated (for income 
tax purposes) by the owners. Such a proce- 
dure is particularly suitable where the prop- 
erty is designed especially for the business 
or where continuance of location is de- 
sirable. . Here, a “sale and lease-back” ar- 
rangement for a period of years is indicated. 
The advantage results from the paying of 

‘Most businessmen will be very glad to avoid 
the need for a‘large capital outlay—in these 
days, equity financing is extremely difficult to 


Leasing Business Property 


the lower capital gains tax on profit from 
the sale of the real estate, while the rent is 
100 per cent deductible from ordinary income. 


Suppose a corporation with net earnings 
of over $25,000 a year bought property 
some time ago which now has a tax basis 
of $100,000. That is, either it purchased 
land alone (nondepreciable property) for 
that amount or the improvements are now 
depreciated and that figure represents its 
unrecovered cost. The corporation sells the 
property for $200,000 and leases it back for 
a long term of years at a rent which will 
permit the purchaser to amortize his invest- 
ment. The corporation will have a tax gain 
of $100,000 on which it will, under present 
law, pay a capital gains tax of $25,000. 
However, the total sales price of $200,000, 
including the profit of $100,000, is, over the 
period of the lease, paid back to the land- 
lord (purchaser) in the form of rent (the 
rent will also include interest on the invest- 
ment by the purchaser), This rent is 100 
per cent deductible from ordinary income. 
The income tax rate applicable to the net 
earnings of the corporation will be approxi- 
mately 50 per cent. Thus, when the gross 
profit of $100,000 is paid back to the land- 
lord in the form of rent, it will permit, over 
the period of the lease, a $50,000 tax de- 
duction. There is, therefore, a tax “profit” 
of $25,000 on the transaction. If the corpo- 
ration had borrowed the money for the pur- 
chase of the property, of course the interest 
paid on the loan would be fully deductible 
and this would, to a partial extent, offset 
the tax profit. If the real estate involved is 
sold for a loss, this loss must be used as an 


obtain. Moreover, ownership of real estate 


subjects a firm, no matter what its business, 
to the vicissitudes of the real estate market. 
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offset to gains in other transactions, before 
it is deductible from ordinary income. There- 
fore, if a loss is to be realized by the sale of 
the property, it will be a disadvantage tax- 
wise if there are capital gains in the taxable 
year.” If the excess profits tax applies, ap- 
proximately 80 per cent of the rent may 
be “saved” by reason of the fax deduction. 
Moreover, a capital gain is not subject to 
the excess profits tax. 


Many companies in the past few years 
have sold property under the lease-back ar- 
rangement described in the hypothetical 
case. In addition to the benefit, taxwise, 
from the conversion, they thereby obtain 
the income tax advantage of leasing rather 
than owning property and also avoid the 
danger of real estate speculations. Although 
this conversion was probably attributable 
to the desire of the companies involved to 
change from ownership to lease, it has been 
widely publicized as a method of financing.* 


Comparison of Costs 


A mathematical comparison of the income 
tax when the property is leased and when 
the property is owned is possible only when 
the cost price of the property and the 
annual rent are known, as well as how the 
money for the purchase is to be raised and 
what interest, if any, is to be paid. How- 
ever, the Internal Revenue Code author- 
izes 100 per cent of the rent to be deducted 


2Code Sec. 117 permits gains on the sale 
of business real estate to be taxed as though 
the asset were a capital asset. Losses are not 
so treated to the extent that they exceed gains 
on other transactions. 

Some of the larger companies which have 
used the sale and lease-back arrangement in 
recent years are Allied Stores Corporation, 
Safeway Stores, Inc., Sears, Roebuck & Com- 
pany, Montgomery Ward & Company, Inc., and 
J. C. Penney Company. A case analysis of 
the Allied Store’s transactions appears in Cary, 
“Corporate Financing Through the Sale and 
Lease-back of Property: Business, Tax and 
Policy Considerations,’’ 62 Harvard Law Re- 
view 1 (November, 1948). If the circumstances 
are such that the bona fide nature of the sale 
May be questioned, some difficult tax problems 
are raised. See Cary, ‘‘The Sale and Lease-back 
of Corporate Property—A Tax Problem,’’ TAXES 
—The Tax Magazine, March, 1949, p. 225. The 
accounting problems arising from the sale and 
lease-back arrangement are discussed in Cannon, 
‘“‘Danger Signals to Accountants in ‘Net-Lease’ 
Financing,”’ 85 Journal of Accountancy 312 
(April, 1948). 

The sale and lease-back arrangement is no 
longer feasible where an exempt corporation 
(such as a school or a charity) purchases the 
property with borrowed funds, as in the Allied 
Stores case. The Revenue Act of 1950 pro- 
vides that income received by certain organi- 
zations, exempt under Code Section 101, from 
a lease having a duration of over five years 
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from income as a business expense.* But 
when the property is owned, while all of 
the carrying charges (such as real estate 
taxes, insurance, mortgage interest, repairs 
and the like) may be deducted from in- 
come*® and an estimate of the depreciation 
on the improvements may be deducted from 
income, the Code does not permit any de- 
duction for amortization of the land cost. 

Normally the rent charged a casual (not 
a long-term) lessee is based on current 
rentals for comparable space or sites in the 
locality. But for a long-term lessee, the 
net rent is usually based on (1) the going 
rate (or a slightly higher rate) of interest 
on the value of the leased property plus (2) 
a sufficient amount to amortize the value 
of the landlord’s investment over a period 
of years. Therefore, by a long-term lease 
under the Internal Revenue Code, the por- 
tion of the rent which amortizes the land 
value may be deducted from income. If 
the property is owned, however, no equiva- 
lent deduction is allowed. Of course the 
interest paid on a mortgage of the prop- 
erty is deductible, and to the extent that 
money cost is included in the rent, the 
rental deduction would be offset by the 
interest deduction,’ but there is no way in 
which amortization or depreciation of land 
value can be taken. Furthermore, if the 
land is subsequently sold at a loss, there 
can be no deduction from ordinary income 
except to the extent that the loss exceeds 


will be taxed to the exempt organization in 
the proportion that any unpaid debt on the 
rented property at the close of the organiza- 
tion’s taxable year bears to the adjusted tax 
basis of such property. 

4 Code Sec. 23 (a); Regs. 111, Secs. 29.23 (a)-1, 
29.23 (a)-10. 

5 See footnote 4. 

® Code Sec. 23 (1); Regs. 111, Sec. 29.23 (1)-1. 
Bulletin F of the Bureau of Internal Revenue 
(January, 1942), a general and specific state 
ment of the Bureau’s views on depreciation, 
States: ‘‘For the purpose of the income tax 
law, land itself is not subject to depreciation. 
Improved property is often purchased as a 
whole without segregating ‘the cost of the 
building from the cost of the land. In such 
cases the value of the building must be deter- 
mined through appraisal, by reference to as- 
sessed values, or in some other recognized 
manner. In no case will an apportionment 
be accepted that does not allocate a reasonable 
part of the cost to the land.”’ 

TIf the purchase of the real estate was 
financed by a preferred stock issue and if this 
stock can be redeemed from the proceeds of 
the sale of the real estate, this step should 
by all means be taken. Preferred stock divi- 
dends are not deductible, as is interest, from 
income in computing income tax. Moreover, 
if the stock is cumulative, any dividend arrear- 
ages create a debt which cannot be adjusted 
short of a bankruptcy reorganization. 
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Indian tribal rainmakers in Wyoming face 
a dilemma. Hereafter, if they claim credit 
for ‘‘changing or controlling any weather 
phenomena by chemical, mechanical or 
physical methods,”’ they will probably be 
subject to the new $25 annual fee on per- 
sons engaged in weather modification. 





gains in other transactions.. This means, 
under present law, that to the extent 
that there are offsetting capital gains, only 
25 per cent of the loss is deductible, al- 
though the corporation pays approximately 
50 per cent tax upon its income. 


The income tax advantage thus obtained 
by leasing real estate varies with any change 
in the income tax bracket of the firm. The 
increase in tax rates proposed by the Reve- 
nue Bill of 1951 will make the advantage 
even more substantial. This income tax 
advantage also increases in accordance with 
the proportion of the real estate value at- 
tributable to the land rather than to the 
improvements. 


Even the deduction for depreciation of 
improvements may be uncertain until the 
return is audited or the statute of limita- 
tions has expired. The deduction author- 
ized by the Code for depreciation on the 
improvements is a “reasonable” amount for 
“exhaustion, wear and tear and obsoles- 
cence,” which is construed to be the amor- 
tization of their cost over the period of their 
estimated life.®° The estimated life is not 
fixed by legislation but is subject to nego- 
tiation between the property owner and the 
3ureau of Internal Revenue. Frequently 
this matter is disputed and is the subject 
of litigation.” If the property is rented, 
there can, of course, be no such dispute— 
the full rent is deductible under the law, 
and the Bureau of Internal Revenue can- 
not, in an arm’s-length transaction, ques- 
tion any items which it may include.” 


The objection is sometimes made that a 
business concern prefers a building which 
is tailor-made to suit its special needs and 
requirements, and it is unlikely that such 
a building in a proper location can be found 
to rent. This objection is a sound one, but 
where it applies, it can often be met by 
the business concern renting the land for 
a long term of years, possibly with a right 
of renewal, and erecting its own building 
thereon. At the end of the lease, of course, 
the depreciated building would inure to the 
landlord, but its entire cost would have 
been recovered from tax by amortization or 
depreciation. 


Prior to 1942, the owner of land was not 
likely to agree to rent it for a long term 
and allow the tenant to erect a building 
because of the tremendous tax impact upon 
him in the year this lease was terminated. 
Before the 1942 amendments to the Inter- 
nal Revenue Code the value of all tenant 
improvements was taxed to the landlord 
as ordinary income at the termination of 
the lease whether the lease was terminated 
naturally or prematurely.” The cash re- 
quirements of the .landlord in that year 
might have been tremendous. Now, how- 
ever, the value of tenant-erected improve- 
ments is disregarded in taxing the landlord, 
except that such improvements are not per- 
mitted to increase the landlord’s basis for 
the property. Some of the larger stores 
have constructed their buildings on leased 
land. For example, Macy’s store in New 
York City is erected partially on land leased 
for 21 years with a right of renewal. The 
same is true of some other major New 
York stores, including Arnold Constable, 
Bonwit-Teller and Bloomingdale. If the 
term of the lease, irrespective of the right 
of renewal, is less than the estimated life 
of the improvements, the cost of those im- 
provements may, unless renewal is indi- 
cated, be amortized over the period of the 





8 A corporation must first use the loss as an 
offset to capital gain. (Code Sec. 117 (d) (1).) 
An individual may use a net loss to offset 
ordinary income to the extent only of $1,000 
per year, with a five-year carry-over. (Code 
Secs. 117 (d) (2), 117 (e).) 


® Code Sec. 23 (1) authorizes a ‘‘reasonable’’ 
allowance for exhaustion, wear and tear and 
obsolescence. Usually the so-called ‘‘straight- 
line’’ method of computing the depreciation 
allowance is permitted. In Bulletin F (foot- 
note 6), the Bureau sets forth its opinion as 
to the reasonable life of many items of prop- 
erty. The bulletin states that the Bureau’s 
opinion of the estimated life of buildings of 
standard construction is from 50 years in the 
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case of apartment, factory, hotel and theater 
buildings to 75 years for warehouses and grain 
elevators. A life of 67 years is estimated for 
store and office buildings. 

1 Published reports indicate that the appli- 
cable rate of depreciation has been litigated 
in over 2,000 cases. 

1 Because of possible difficulties in reaching 
an agreement with the Bureau as to the esti- 
mated future life of property, it may also be 
desirable for companies which use large quan- 
tities of high-mortality equipment such as 
trucks, road machinery and the like to lease 
rather than purchase such equipment. 


12 See Helvering v. Bruun, 40-1 ustc J 9337, 309 
U. S. 461. 
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Now there's even a tax on drought! 
Utah's recent special session empowered 
the commissioners of any county, in the 
event of drought, to levy a special tax 
of one mill on the dollar ‘‘to aid in 


any program of increased precipitation.” 


original term.“ Therefore, the deduction 
for amortization of the improvements may 
be far greater where the land is leased than 
the depreciation deduction will be if the 
land is owned in fee. 


Recently one of the larger chain variety 
companies entered into a thirty-year lease 
for a store site in a southern city. The 


lease permits the company to demolish the. 


present structure (fully depreciated) and 
erect its own building. Under the Code, 
the company may deduct from its income 
the rent which it will pay for the site, 
whereas if the company owned the site, 
it would be permitted no equivalent deduc- 
tion. The company will also be permitted 
to depreciate its new building over the re- 
maining period of the lease (that is, remain- 
ing after construction of the new building) 
rather than over the estimated life of the 
building. 

This illustrates the most advantageous tax 
situation from the point of view of the 
lessee—it will be able to deduct its rent for 
the land, and it will be able to recover its 
costs for the building over the period of 
the lease, which is less than half of what 
the Bureau estimates the life of a store 
building to be. 


A survey of some of the larger mer- 
chandising and chain-store companies in- 
dicates that most of them follow the policy 
of leasing their stores rather than owning 
them. They are nearly equally divided in 
leasing their warehouses, but most of them 
own their plants and factories. _ 


Among the large drug chains, United 
Cigar, Whalen Stores, Inc., and the Wal- 
green Company lease all of their properties. 
Walgreen has publicly stated: “It is the 
general policy of the company and sub- 


13 Regs. 111, Sec. 29.23 (a)-10, states in part: 
“As a general rule, unless the lease has been 
renewed or the facts show with reasonable 
certainty that the lease will be renewed, the 
cost of other basis of the lease or the cost of 
improvements shall be spread only over the 
number of years the lease has to run, without 
taking into account any right of renewal.’”’ 

144 Moody, Maxual of Industrial Investments 
for 1948, p. 412. 

1% Cannon, article cited, footnote 3, quotes a 
brochure by Safeway Stores, Inc. (which op- 
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sidiaries to lease, not own, stores, ware- 
houses and factories, which it operates.” ™ 

The larger chain grocery stores, includ- 
ing A. & P., Kroger, Safeway Stores, Amer- 
ican Stores Company, Jewel Tea Company 
and Grand Union, lease rather than own 
all, or nearly all, of their stores. Safeway 
Stores has also publicly announced that it 
is its policy, insofar as possible, to conduct 
all of its operations on leased premises.” 
Information. as to whether the other large, 
chain grocery stores own or lease their 
warehouses, factories and plants is not 
available, but as their financial reports in- 
dicate a disproportionately small invest- 
ment in real estate, it can safely be assumed 
that most of them lease such properties. 

The variety chain stores apparently lease 
most of their properties. For example, com- 
panies such as McCrory: Stores Corpora- 
tion, McClellan Stores Company, F. W. 
Woolworth Company, Western Auto Sup- 
ply Company, S. S. Kresge Company, S. H. 
Kress & Company and J. C. Penney Com- 
pany have no publicly announced policy but 
apparently follow the practice of leasing 
rather than owning. 

The great mail-order houses with many 
chain retail stores and warehouses—Sears, 
Roebuck & Company and Montgomery 
Ward—apparently lease all of their stores 
in less important cities but own in fee 
larger stores and mail-order warehouses. 

Chain stores such as those operated by 
the Melville Shoe Company, John Ward 
and Thom McAnn apparently lease all of 
their properties. The motion picture ex- 
hibitors such as the subsidiaries of Warner 
Brothers, Universal, Paramount and Loew 
own approximately one half of the theaters 
operated by them and apparently lease the 
other half. 

The financial reports of the large depart- 
ment store holding companies such as Allied 
Stores, Inc., Federated Department Stores, 
Inc., the May Department Stores Com- 
pany, Associated Dry Goods Corporation 
and Consolidated Retail Stores, Inc., indi- 
cate that most of the stores which are 
subsidiaries of those concerns lease rather 
than own their premises.” 


erates approximately 3,000 store units), offering 
for sale to investors, with a long-term net lease- 
back to the company, store sites which the 
company had purchased. The company even 
offers to arrange for the financing of such 
purchases. 

16 Of course these statistics may cr may not 
be misleading, since property may be leased 
from an affiliated concern. Indirectly, there- 
fore, it would be owned by the user although 
it would appear as leased property. 
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It is often claimed that it is more eco- 
nomical for businesses to purchase their 
real estate, because after it is paid for, they 
will have a permanent investment, whereas 
they may pay rent for many years—in fact, 
pay as much rent as if they had purchased 
the property—and still end up with noth- 
ing. This claim would have been sound 
before the era of high income taxes. Now, 
it must be remembered that a substantial 
part of every dollar paid out in rent would 
be paid, if the property were owned, in in- 
come taxes. Aside from the tax advantage 
of leasing the property, the claim is un- 
sound in that: (1) it foregoes a present 
advantage because of the hope of a future 
happy prospect and (2) it assumes that the 
real estate will not depreciate in value in 
future years. 


While there is a measure of comfort in 
ownership of real property—it implies con- 
tinuance of location and creates the illusion 
that the owner has freedom in the use of 
his property “—this is a purely psycho- 





Agents of the Bureau of Narcotics made 

| an average of 30 arrests each in 1950, 
the highest average since the present sys- 
tem of records was instituted 15 years 
ago, according to a calendar-year report 
made to Secretary Snyder by the Bureau 
of Narcotics and the Bureau of Customs. 
These Treasury agencies are charged with 
enforcement of the narcotics and mari- 
huana laws. 


Total arrests for 1950 were 5,522, as 
compared with 5,273 in 1949. There were 
4,072 arrests under the narcotics laws and 








logical reason for ownership. If the object 
of the business is to earn a profit, it cannot 
stand up against the cold dollars-and-cents 
tax advantage of leasing. Naturally this 
psychological reason for ownership of busi- 
ness property as well as the desire of busi- 
nesses to make a permanent investment 
was largely controlling before the income 
tax rates skyrocketed, and it is not sur- 
prising that until comparatively recently 
most businesses owned, their real estate. 
Of course there was some liquidation of 
investments in real property during and 
shortly after the depression in the thirties, 
since businesses then found that real estate 
could be a hazardous investment. Also, 
difficulty in obtaining the necessary capital 
for purchase of real estate was an inhibi- 
tive factor. However, the substantial tax 
advantage of leasing under the present high 
income tax rates is now the predominant 
consideration, and with the excess profits 
tax, the advantage will be even greater.* 


[The End] 





TREASURY AGENTS FIGHT DRUG MENACE 





% This is illusory because the use of property 
today depends on zoning restrictions, municipal 
regulations, neighborhood and the use of their 
property by adjacent owners, not on whether 
the property is owned or leased by the occupant. 

% Could a state or municipality, in order to 
induce an industry to operate within its terri- 
tory, construct an industrial building in ac- 
cordance with specifications furnished by the 
industry and then lease the building to the 
industry for a period of years designed to 
amortize the cost as well as to pay the main- 
tenance and upkeep? Since a state or munici- 
pality presumably will not have to pay income 
tax on the rental income, a low rental could 
be obtained. The state or municipal securi- 
ties to finance the construction of the build- 
ing would be tax free if they are general 
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1,450 arrests for violations of the mari- 
huana law. 


The year witnessed a sharp decline in 
the seizure of opium-type drugs, but 
despite reduced seizures the number of 
arrests indicates that a sharp rise in the 
illicit narcotics traffic which became evi- 
dent a year ago is still present. 


Seizures of large quantities of nar- 
cotics during 1949 has prompted smug- 
glers to adopt the strategy of trying 
numerous small shipments. 


‘political sub- 
division’’ thereof. If the notes or bonds are 
‘“‘revenue’’ obligations and will be paid, both 
principal and interest, only out of rent received 
from the building, there would be a substantial 
chance that the securities would not be tax free. 
It has been suggested that the industry should 
assume this risk by purchasing the securities, 
which could then be used for the rent pay- 
ments. Whether the construction of the in- 
dustrial building would be a ‘‘public purpose’’ 
which could be undertaken by a state or munici- 
pality depends on the terms of the state con- 
Stitution or statutes on the subject and on the 
need in the particular territory for industrial 
expansion. (The author intends to write an 
article within the next several months on this 
general plan.) 


obligations of the state or a 
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T HOUGH closely identified by title, the 
sale and lease-back and gift and lease- 


dissimilar in 
It is true that both may 
be tax motivated. The former, however, 
can be a legitimate and useful business 
arrangement between unrelated parties, 
though subject to abuse in some hands. 
3y contrast the latter seems to be nothing 
more than a refined technique—thus far 
successful—for reallocation of income among 
a family group. Let us therefore consider 
the two independently. 


back are substantially 
consequences. 


tax 





SALE AND LEASE-BACK 


In the analysis of any sale and lease-back, 
comparison must be made with corporate 
financing through borrowing an equiva- 
lent sum. The typical feature of such a 
transaction is that upon the sale of the 
property there is a simultaneous lease( back) 
with rental over the initial term based 
upon repayment of the full sale price plus 
interest. 

In some instances there are sound busi- 
ness reasons for the sale and lease-back, 
quite apart from tax considerations.’ It 
is a useful method of avoiding restrictions 
which already exist in a bond indenture or 
loan agreement, or which might be imposed 
if funds were raised through borrowing. 
The lease-back also provides a means of 
piecemeal financing and in some _ cases 
assures a larger aggregate amount of capital 
than through any form of debt financing. 
Sometimes, also, concerns have adopted the 
lease-back arrangement in preference to 
borrowing for the primary purpose of avoid- 


Current Problems in Sale, or Gift, 


and Lease-Back Tr. 


ing the requirement that indebtedness be 
shown on its financial statement. Enthusi- 
asm born of the latter inducement has re- 
cently abated. As evidenced by the SEC’s 
proposal to amend Regulation SX and Ac- 
counting Research Bulletin No. 38, the 
trend is toward requiring disclosure of an- 
nual rentals in the balance sheet wherever 
they may be significant.2 Yet, although 
lease-backs are actually substitutes for debt 
financing, it will still be attractive to some 
companies seeking to improve their credit 
and apparent liquid position. 


From the tax standpoint probably the 
two major advantages alleged for the sale 
and lease-back are based upon loss and 
rental deductions.’ Before proceeding fur- 
ther, it may be well to recognize why, in 
most cases, the purchasers. appear to have 
been tax-exempt institutions or life insur- 
ance companies, which, until recently, might 
be described as having a quasi-tax-exempt 
status. The probable reason lies in the 
form which lease-back payments take. By 
reason of their exempt status both groups 
would be indifferent whether receipts were 
reported on the tax return as rental or 
omitted from it as a repayment of a prin- 
cipal sum. Correlatively, from the stand- 
point of the lessee the principal advantage 
alleged for the sale and lease-back rests 
upon the assumption that the seller-lessee 
may claim a 100 per cent deduction of the 
rental payments. 


If the contract follows the normal pat- 
tern, the corporation-lessee will, over the 
original lease period, pay and take as a 
deduction (1) interest at a slightly higher 
rate than would be charged upon an equiva- 


This paper formed the basis of a lecture before the New York 
University Ninth Annual Institute on Federal Taxation. It is 
reprinted by permission of New York University and Matthew 
Bender & Company, 
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lent loan, plus (2) the amortized sale price 
of the property. The net benefit of a sale 
and lease-back over borrowing an equal 
sum, therefore, is that the loss of deductions 
for depreciation on the buildings and 
eventual loss of title are more than offset 
by the opportunity of writing off, within 
a specified period, the whole investment 
including items, such as land, which may 
not be amortized under the tax laws. If 
at the same time a company may obtain 
a loss deduction, particularly in an excess- 
profits-tax year, and occupy the property 
for the balance of its useful life, the lease- 
back transaction appears to be a paragon 
among corporate devices. 


Losses 


A question recently before the Tax Court 
involved the deductibility of a loss under 
Section 117 (j) in a sale and lease-back 
transaction. Two cases were decided in 
1950, Century Electric Company* disallow- 
ing the loss, and Standard Envelope Com- 
pany* permitting it. Concerning the former, 
the facts in general are that Century was 


'The business aspects have been previously 
explored in ‘‘Corporate Financing Through the 
Sale and Lease-Back of Property: Business, 
Tax, and Policy Considerations,’’ 62 Harvard 
Law Review 1 (November, 1948). 

* After long delay, the Securities and Ex- 
change Commission, in July, 1950, proposed 
Rule 3-20 as an amendment to Regulation SX. 
This rule would require disclosure of rentals 
where material, including their annual amount 
and the period over which they are payable. 
The pertinent facts must be stated briefly in 
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in need of additional working capital during 
the war, and in 1943, sold its foundry prop- 
erty to William Jewell College for $150,000 
in cash. The adjusted cost basis for the 
foundry on that date was $531,000, thus 
resulting in a loss of $381,000, which was 
deducted by Century in 1943. It should be 
noted that this loss was taken in an excess- 
profits-tax year and was thus more valuable 
at that time than it would be today. Simul- 
taneously with the sale, Century leased the 
property from the college for a term of 
years not less than 25 but not exceeding 95, 
an option being given it to terminate the 
lease at the end of the first term and at 
the beginning of each of seven additional 
periods of ten years. The rental for the 
first year was $26,400 and was graduated 
downward each succeeding year at the rate 
of $1,500 per year until the eleventh year, 
when it became fixed at $11,400 for the re- 
mainder of the term of the lease. Thus, at 
the end of ten years the company will have 
paid $196,500, and at the end of 25 will 
have paid $367,500, in rent against property 
which it sold for $150,000 in cash. 


the balance sheet or in the footnotes. (SEC 
Accounting Release No. 69, July, 1950.) The 
SEC’s position is more fully covered in Mr. 
Mickey's paper. See footnote 1. 


3 Fuller analysis of this point has already 
appeared in the Proceedings of the New York 
University Seventh Annual Institute on Federal 
Taxation (1948) (Albany, Matthew Bender & 
Company, Inc., 1949), p. 599. 

4CCH Dec. 17,912, 15 TC —, No. 581 (1950). 


5 CCH Dec. 17,779, 15 TC —, No. 8 (1950). 
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The government cannot obtain the huge 
additional amounts needed for rearma- 
ment without levying on 91 per cent of 
all net taxable income under $10,000. 
—tThe Committee on Federal Tax Policy. 


The attorney for the government, in his 
opening statement, advanced four alterna- 
tive arguments in support of the Commis- 
sioner’s disallowance of the loss: first, the 
transaction constituted a nontaxable ex- 
change, in other words, an exchange of 
property for property of like kind, (i. e., 
the fee for a long-term lease in the same 
property); second, the transaction had no 
business purpose and no real loss was in- 
volved; third, the difference between the 
purchase price and what the government 
considered was the fair market value of the 
property was a gift; and fourth, the entire 
property was a gift to the college on the 
theory that the purchase price was to be 
returned to the college by means of inflated 
rentals. 


The taxpayer alleged in its petition that, 
at the time, no offers were received for the 
property which were any better than the 
ones submitted by the college, with one 
exception; on the morning when a stock- 
holders’ meeting had been called, an offer 
of $160,000 arrived by telegram but was 
never authenticated. The Tax Court found 
that the taxpayer never publicly offered or 
advertised the foundry property for sale, 
and that “it was concerned with getting a 
friendly landlord to lease the property back 
to it.” 


‘The Tax Court’s decision for the govern- 
ment in the Century Electric Company case 
was based on Section 112 (b) (1) of the 
Internal Revenue Code. The section pro- 
vides that no gain or loss is recognized if 
a taxpayer exchanges property for property 
of like kind. An example is given, in the 
Regulations,® of a taxpayer who exchanges 
“a leasehold of a fee with 30 years or more 
te run for real estate .’ This example 
is the precise converse of the sale and lease- 
back situation, but this fact did not deter 
the court from applying it. The Tax Court 
upheld the validity of the regulation, and 
concluded that a fee and a lease of the same 
premises can be property of like kind. Judge 
Johnson further found that the successive 
steps of sale and lease-back constituted a 
single, integrated transaction, and accord- 
ingly must be treated as an exchange of 


® Regs. 111, Sec. 29.112(b) (1)-1. 
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real property for cash and a leasehold. The 
Tax Court saw no reason why one party 
might not “exchange” property for prop- 
erty the other is to acquire, saying: “We 
think that the test of an exchange is not 
whether the transfers are simultaneous but 
whether they are reciprocal.” In this case 
there was no doubt that the lease was for 
a term longer than 30 years, although the 
95-year period was terminable at 25 years 
and subsequent intervals. In all cases the 
length of the lease period appears to be of 
paramount importance, for in Standard En- 
velope Company, where the loss was allowed, 
the Tax Court emphasized the limit upon 
the term to 24 years. 


Another major contention made by the 
Bureau in the Century Electric case was 
that no real loss was involved and that 
the transaction served no business purpose. 
This was not discussed in the majority 
opinion, but Judge Leech, with four others 
agreeing, wrote a cryptic concurrence: 
“Assuming there was an exchange, I think 
the petitioner has failed to establish the 
fact of a loss.” Conceivably, the remark 
might support the claim that the exchange 
was the conveyance of a fee for a lease 
on the same property for its useful life. And 
regardless of whether the two are “prop- 
erty of like kind,” there was no real eco- 
nomic loss involved. In substance, then, 
the $150,000 might be treated as a disguised 
loan. It has many of the characteristics 
of borrowed funds—as has already been 
pointed out, the “rentals” are not com- 
puted through the conventional procedures 
by which real estate rents are fixed. Under 
these circumstances, to use the phrase of 
one counsel drafting a sale and lease-back, 
“The sales price can be juggled within our 
discretion.” Sometimes in negotiation be- 
tween the parties concerning the right to 
insurance proceeds in the event of losses, 
such as fire loss, controversy is said to 
develop as to who actually owns the prop- 
erty. Amusingly enough, no one seems to 
be quite sure. Thus, in reality, the trans- 
action is not comparable to a sale at arm’s. 
length without a lease-back where an ac- 
curate appraisal of the property is pre- 
requisite. 


Stemming from such decisions as Higgins 
v. Smith," this “realities” approach rests 
upon the theory that the taxpayer is in the 
same economic position after the transac- 
tion as before. In a sense it may be said 
to blur into the 112 (b) (1) theory pre- 
viously mentioned, though here there is no 


7308 U. S. 561 (1939). 
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reliance upon a specific statutory provision. 
True, it ignores the ultimate loss of the 
property, probably at some time beyond 
its useful life. Yet the relinquishment of 
occupancy after the renewal period has 
expired seems a doubtful quid pro quo for 
the loss, particularly when taken in excess- 
profits-tax years. 


The additional arguments advanced in 
the Century Electric Company were upon 
the gift theory. The claim that a portion 
or all of the property was a gift to the 
college was not considered by the Tax 
Court, and in fact would be difficult to 
establish. The possibility always exists 
that in the case of a sale to a charity as 
distinguished from a sale to an insurance 
company, the Bureau will, as here, say that 
a gift was made. Yet, in most instances 
where the sellers are negotiating the best 
possible terms in respect of both sale price 
and rental payments, the gift argument 
seems merely ancillary to the other conten- 
tions advanced by the Bureau. The point, 
however, merits attention in deciding 
whether to approach an insurance company 
or other investor rather than a charity. 
Possibly where the management is closely 
affiliated with an educational or charitable 
institution, there is some basis for support- 
ing even a claim of donation for income 
tax purposes. 


The implications of the Century Electric 
opinion must be weighed in the light of 
Standard Envelope Company, decided earlier 
in 1950. There the court allowed the loss 
on a sale and subsequent lease-back for 24 
years between the taxpayer and an individ- 
ual investor. The sale price of $70,000 was 
found to be fair and the transaction held 
to be at arm’s length. The taxpayer-vendor 
leased the property for 24 years at an an- 
nual rental of $6,000 per year plus expenses, 
repairs, heat, utilities, insurance and taxes. 
Placed upon a comparable basis with Cen- 
tury Electric Company, the payments in 
Standard Envelope Company would in 25 
years represent 215 per cent of the sale 
price as contrasted with 245 per cent. The 
Tax Court stressed the absence of a re- 
purchase or renewal option, and pointed out 
that the lease was for a term of less than 
30 years and therefore was not the equiva- 
lent of a fee. Hence, according to Judge 
Harron, “it cannot be said the petitioner 
retains substantively all the rights it had 
before the transaction was consummated.” 








How much taxes we need and can stand 
depends upon the kind of taxes. The 
kind of taxes is as important as the 
amount, and can be more important.— 
J. Cameron Thomson, the Committee for 
Economic Development. 


Standard’s 24-year lease was emphasized 
in the Century Electric case. Probably, then, 
Century Electric Company may be distin- 
guished from Standard Envelope Company 
solely by the length of the lease-back term. 
Other possible distinctions are (1) that the 
sale in Standard Envelope Company was to 
an individual investor and not to a charity; 
(2) that the sale price was found to be 
fair, whereas the Bureau seriously ques- 
tioned its reasonableness in Century Electric 
Company; and (3) perhaps the general 
impression in Century Electric Company that 
the whole purpose of the transaction hinged 
on taking the loss in an excess-profits-tax 
year. The fact that the sale is to a charity, 
in itself does not appear to be of any sig- 
nificance unless the gift argument is used. 
It is true that the Bureau has been reluc- 
tant to issue rulings where the purchaser 
is a charitable institution. But it does not 
necessarily follow that even arm’s-length 
deals between a seller-lessee and an in- 
dividual or corporate investor set a fair 
price for the property where the former’s 
loss may be taken in an excess-profits-tax 
year. In fact, the price might be less, and 
the loss correspondingly greater, where a 
charity is not involved in the sale. It is 
also true that a purchaser-lessor who is not 
tax-exempt might insist upon a_ higher 
rental than a charitable institution. From 
the standpoint of disallowing losses or 
rentals, I am not convinced that the par- 
ticipation of a charity as the buyer is an 
adequate basis to distinguish the Standard 
Envelope decision. 


On the other hand, the contention in 
Century Electric Company that the sales 
price is not fair might affect the disallow- 
ance of a loss. It would support the gov- 
ernment’s position that the loss was not 
bona fide and the transaction was in reality 
a loan. Undoubtedly, too, the background 
of the sale and the motives underlying it 
would weigh heavily in the court’s decision. 
Counsel in Standard Envelope Company ap- 
pear to have exercised great care to estab- 





’ The gift argument was originally suggested 
by Blodgett, ‘‘Taxation of Businesses Con- 
ducted by Charitable Organizations,’’ in the 
Proceedings of the New York University Fourth 
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Annual Institute on Federal Taxation (1945) 
(Albany, Matthew Bender & Company, Inc., 
1946), pp. 418, 433. 
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lish good business reasons for the sale 
transaction. 

All the preceding factors contribute to 
the conclusion that, if allowance of a loss 
is sought, the sale price of the property 
should correspond to what would be fair in 
arm’s-length dealings under current market 
conditions. Under the current cases coun- 
sel must also insist on a reasonably short- 
term lease (less than 30 years) without 
renewal rights, in order to avoid the impact 
of Section 112 (b) (1). In this connection 
a further question arises in the typical lease- 
back where the original term is for less 
than 30 years, but the lease may be extended 
at the lessee’s option. In some instances 
the courts may treat the original plus the 
renewal periods as the term of the lease, 
and conclude that it is of “like kind” to a 
fee. Such an inference may be derived 
from the Tax Court opinion in Standard 
Envelope Company. If, however, the rental 
fixed in the event of renewal of the lease 
is a reasonable market figure rather than 
nominal, can it still be argued that the seller 
“retains substantively all the rights it had 
before the transaction was consummated”? 


In connection with disallowance of losses, 
further reference should be made to the 
frequent recurrence in sale and lease-back 
agreements of an option to repurchase, 
sometimes at a nominal price.’ In the light 
of the preceding discussion, the danger in- 
herent in such an option is that the loss 
will be ignored and the whole transaction 
will be regarded in effect as a loan. In such 
a case there might not be a sale or exchange 
at all. The F. & R. Lazarus & Company” 
case fs pertinent to this approach. There 
the taxpayer, a department store, sold its 
property and immediately leased it back for 
99 years with an option to renew and re- 
purchase. The Commissioner disallowed 
the taxpayer’s deduction of depreciation on 
the buildings on the ground that the stat- 
utory right followed legal title. However, 
the Board of Tax Appeals, affirmed by the 
Supreme Court, concluded that the trans- 
action was in reality a mortgage loan. 
Other Supreme Court decisions have gone 
equally far in their emphasis upon the 
importance of the “realities” of transactions 
to ascertain their tax effects. They lead to 
a recommendation that no option to repur- 
chase should appear in the agreement. In 


* The point has been developed in a preceding 
Institute paper. See footnote 3, p. 609. 

1%” Commissioner v. F. & R. Lazarus ¢ Com- 
pany, 39-2 ustc | 9793, 308 U. S. 252. 

1 The Tax Court cited City National Bank 
Building Company v. Helvering, 38-1 ustc § 9258, 
98 F. (2d) 216 (CA of D. C.); Minneapolis Se- 


666 August, 1951 @¢ TAX ES—The Tax Magazine 





the alternative any option provided should 
be at a price based upon the estimated 
value of the property at the termination 
of the lease period. 


Rental Deductions 


Where the loss was disallowed in Century 
Electric Company, or where property is sold 
at or above its basis, the Commissioner’s 
position respecting deductibility of rentals 
is still an open question. There are no 
authorities directly in point. As earlier 
noted, the Bureau is reluctant to issue rul- 
ings in sale and lease-back transactions 
where a charity is the buyer-lessor. 


Let us then re-examine the theories of 
the government in Century Electric Com- 
pany to determine how they bear upon the 
rental question. First of all, the Bureau 
having successfully contended that no loss 
should be recognized under Section 112 (b) 
(1), does it follow that lease-back rentals 
would also be disallowed? If any conclu- 
sion at all can be ventured, the converse 
should logically be closer to the truth. As 
stated above, the Tax Court in Century 
Electric Company held that the company 
had exchanged its foundry property for a 
leasehold with a term of 95 years and 
$150,000. So the taxpayer now has a 
lease having the basis of the property 
exchanged ($531,000) decreased by the 
$150,000. At this stage the problem arises 
as to whether the leasehold must then be 
depreciated over the entire term of the 
lease (including the renewal periods). Such 
appears to be the holding of the Tax Court,” 
which said: “Petitioner is entitled to de- 
preciation thereon, not over the useful life 
of the foundry building as contended 
by petitioner, but over the 95 year term of 
the lease.” The issue is probably not finally 
laid to rest, for taxpayers will continue to 
claim that part of the basis ‘should be 
amortized over the shorter period.” 


Under these circumstances the seller 
should obtain a deduction for rentals re- 
quired by the terms of the lease, pursuant 
to Section 23 (a) (1) (A), unless the Bu- 
reau makes an independent (and perhaps 
inconsistent) argument that the transfer 
of cash was a loan, and not part of the 
exchange. The application of Section 112 





curity Building Corporation, CCH Dec. 10,509, 
38 BTA 1220 (1938). 

122In this connection compare the method of 
amortizing improvements by the lessee on lease- 
hold property, Mertens, Law of Federal Income 
Taxation, Sec. 12.29. © 
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Oklahoma is making a bid for new in- 
dustry. A new law provides for a low 
tax rate on new industry for the first five 
years of operation within the state. A 
new industry with a capital investment 
of $75,000 or more, using Oklahoma's 
products or natural resources and not in 
competition with established Oklahoma 
business, may apply for an in-lieu taxa- 
tion certificate. The new industry tax rate 
is one tenth of 1 per cent of gross sales, 
and it is in lieu of all ad valorem taxes. 





(b) (1) to a lease-back transaction should 
not alter the possibility of rental allowances. 


In arguing that rents are not deductible, 
the Bureau may take several alternative 
positions. In some cases it might claim 
that there was no sale or exchange at all, 
and the transaction was wholly illusory. 
This is the only way to deny the total exist- 
ence of the lease and thus of payments 
denominated rent. More probably, the Bu- 
reau’s argument would take the form that 
in reality there was an exchange of a fee 
for a leasehold (over the useful life of the 
property), and a contemporaneous loan. 
As noted in connection with losses, the 
rentals over the initial term resemble pay- 
ments under a loan, i. e., interest plus 
amortization of the principal sum. So, if 
the government thus successfully ques- 
tioned the bona fides of the transaction, 
then presumably the rental payments, as 
such, would not be allowed under Section 
23 (a) (1) (A). 

In all probability, then, the seller would 
assert a claim for depreciation to which it 
should clearly be entitled under Helvering 
v. F. & R. Lazarus & Company. While in the 
Lazarus case: the taxpayer, rather than 
the Bureau, was seeking to establish that 
the whole transaction was intended to be a 
loan, the facts would seem to be otherwise 
closely analogous. There the transfer of 
the fee for a 99-year lease without renewal 
and repurchase provisions was held to in- 
volve “in reality” a mortgage loan, and the 
taxpayer was permitted to take deprecia- 
tion. Presumably, the taxpayer’s basis 
would remain unchanged, since the $150,000 
received is to be treated as a loan. There 
would again be the question, decided in 
Century Electric Company, whether the 
property should be depreciated over its 
useful life or over the term of lease includ- 


ing renewals. It is true that if the tax- 
payer retained title, the interest in the land 
could never have been depreciated, but here 
the substitution of a lease for a fee cannot 
be ignored. Loss of the fee would seem 
to warrant the eventual deduction of its 
value for tax purposes. 


Probably the most interesting question is 
whether, in the event of a decision to dis- 
allow the payments as rent, a portion of 
them could be taken as interest. In Judson 
Mills * the Tax Court ruled that payments, 
called “rentals,” upon machinery were not 
deductible because the taxpayer had ac- 
quired an equity in the property. It never- 
theless permitted a deduction of interest, 
for extrinsic evidence disclosed how the 
total consideration was arrived at and how 
much actually represented interest. The 
outcome may not be so clear where the 
taxpayer has difficulty in establishing by 
proof an appropriate allocation of rental 
payments between interest and amortized 
principal payments. 


From the Bureau’s standpoint probably 
the most perplexing, and embarrassing, 
question involves the deductibility of lease 
rentals after the loan has been fully paid. 
For example, lease-back rentals are fre- 
quently geared to pay the principal sum 
plus interest over the initial term. In addi- 
tion, there will of course be rent specified 
under the renewal options. Are these sub- 
sequent rental payments not fully deductible 
under Section 23 (a) (1) (A)? The ques- 
tion, then, is whether the government can 
reasonably argue that payments during the 
initial term must be disallowed, but those 
over the renewal periods must be permitted 


_ as bona fide. 


The Bureau has a further ground of at- 
tack where there is an option to repurchase 
at a nominal price, or possibly an option 
to renew. Under these circumstances it 
might attempt to disallow rental payments 
on the ground that the taxpayer had an 
“equity” in the property. Recent cases, 
such as Chicago Stoker Corporation,“ and 
Judson Mills, indicate that the Tax Court 
currently does not consider itself bound 
by the parties’ designation of payments 
as rent in deciding whether a deduction 
should be allowed under Section 23 (a) 
(1) (A). In Judson Mills, the taxpayer, a 
textile producer, acquired new mill ma- 
chinery under lease agreements whereby 
it was required to make fixed monthly 
payments, “rentals,” to the machinery 
manufacturers for some five years and 





8 CCH Dec. 16,485, 11 TC 25 (1948). 
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14 CCH Dec. 17,542, 14 TC 441 (1950). 
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could then acquire title by payment of a 
relatively small additional sum. It was 
there held that the monthly sums were not 
deductible because of the taxpayer’s “equity” 
in the machines. 


The question arises whether the Bureau 
may go a step further and claim that a 
vendor-lessee has an equity in property in 
which it has taken back a lease with long 
options to renew. It may be claimed that 
a taxpayer’s absolute right to keep the 
property for 50 or more years (i. e. to the 
extent of the renewal periods) represents a 
right to use and exhaust the full business 
value of both the building and the land. 
Carried to its logical extreme the argument 
could apply to rental payments under all 
long-term leases. It is closely parallel to 
the second contention in Century Electric 
Company, that no economic loss was in- 
volved, since there was an exchange of a 
fee for a leasehold, with a contemporaneous 
loan of $150,000. Under both approaches 
some form of deduction should be allowed 
even if it were disallowed as rent. 


Without going so far as to regard the 
sale as wholly ineffective, it is possible that 
the Bureau may rule that the full rental 
payment is not deductible, in the year in 
which payment is made, where options to 
renew at a low figure have been given to 
the vendor.” As most of you know, such 
options today are extremely frequent. 
Though there may be some reduction in 
rentals after a long initial term, where there 
is a precipitous drop to a low sum, the 
facts may appear to justify the conclusion 
that the renewal right was at all times 
intended to be exercised, and certainly will 
be. Under these circumstances, it is pos- 
sible that the Bureau will not permit the 
entire rental payments during the initial 
period to be taken as deductions, but will 
force a portion to be capitalized as pre- 
payments of rental during the succeeding 
lease period. An analogy may be drawn 
to the line of authorities dealing with de- 
ductions for a purchased leasehold. Where 
the lease has a definite fixed life, it is gen- 
erally held that exhaustion costs will be 
prorated over that term. Where, however, 
the lessee has a right of renewal, exhaustion 
should be spread over the combined period 
it there is a strong likelihood that the right 
would be exercised. There is no reported 
situation, thus far, in which the Bureau 
has prorated rentals under a lease-back 
agreement. 

% The point has already been emphasized in 
a ons Institute paper. See footnote 3, 
p. 605. 
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By analogy to. the Bureau’s position in 
Century Electric Company, a further con- 
tention is available that a part or all of the 
rentals constitute gifts to the charity. Since 
they may be considered in lieu of payments 
of interest and amortized principal, their 
total disallowance seems highly improbable. 
If, however, the rate of payment is exces- 
sive, by comparison with comparable trans- 
actions at arm’s length, and if there is some 
established connection between the com- 
pany and the charity, it is remotely conceiv- 
able that the Bureau might disallow a 
portion of the annual rental paid as a gift. 


Charities and Insurance Companies 
as Purchasers 


The continuance of charities as pur- 
chasers and lessors of property has been 
substantially affected by Section 423 of the 
Revenue Act of 1950. The thrust of this 
statute is against charitable institutions 
which finance the purchase of lease-back 
properties by loans. Churches are still 
specifically exempt.” The new law imposes 
a tax (as “unrelated net business income”) 
upon income from real property, leased for 
more than five years, where the lessor in- 
curred indebtedness in connection with its 
acquisition or improvement; the debt is 
known as “supplement U lease indebted- 
ness.”™* There are a number of provisions 
which apply in special situations, such as 
where only a portion of the premises is 
rented or the property is received by gift 
or bequest subject to a mortgage. 


Section 423 springs from the criticism 
that universities and similar institutions (to 
some extent insurance companies) have 
been “trading on their tax exemption.” The 
theory is that since it is immaterial to a 
tax-exempt organization whether receipts 
are taken on. its books as rentals or as a 
return of principal plus interest, it is fur- 
nishing the seller-lessee a form of payment 
which is 100 per cent deductible, and at 
favorable prices. For example, Union Col-. 
lege bought properties from Allied Stores 
for an aggregate price of $16,150,000, and 
financed the purchase by borrowing a total 
of $16 million from financial institutions. 
All rentals paid by Allied Stores are to be 
fully deducted, and yet escape taxation in 
the hands of the recipient. According to 
the treasury, the Union College type of 
transaction resulted in the compounding of 


16 Sec. 421 (b). 
17 Sec. 423 (b). 
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the exemption privilege, since it does not 
involve the investment of the charities’ own 
money, but results in the expansion of tax- 
free earnings on borrowed funds. 


The amount of tax imposed on the charity 
is based upon the proportion that unpaid 
indebtedness respecting the property bears 
to the adjusted basis of the property. Thus, 
because of its nominal investment, the 
amount of lease income which would be 
taxed to Union College would be 1600/1615 
of the amount of rent received, the nu- 
merator being the amount of the indebted- 
ness and the denominator the cost of the 
leased premises. For all practical purposes, 
all the net income from the lease-back 
transaction would be taxed to the college. 
Under these circumstances, to be profitable 
to any charitable institution except a church, 
lease-back agreements will have to fix 
rentals at a higher rate, unless an institution 
can finance the transaction out of its own 
funds. Of course, since churches are ex- 
empted, sale and lease-back transactions 
may be expected to concentrate upon them 
henceforward. Already several deals are 
being seriously considered by church groups 
and may be accepted if they have an “out- 
clause” in the event the law is subsequently 
broadened to subject them to taxation. 
Apparently the desire for profits outweighs 
policy considerations even among religious 
bodies. 


One interesting question which it is 
probably impossible to answer at this point, 
is what will be the action taken by organ- 
izations such as Union College, which have 
already entered into lease-back transactions 
and have borrowed most of the purchase 
money. There is no uniform answer, with- 
out reference to the agreements between 
the three parties involved; i. e., the seller, 
the charity and the lending institution. 
Under any circumstances, Section 423 will 
probably compel readjustment of many 
existing lease-back agreements, and will 
certainly discourage similar transactions 
with impecunious charitable organizations 
less “sanctified” than churches. 


In view of the fact that the income of 
insurance companies has become subject to 
tax under the Revenue Act of 1950, there 
is also the question whether a lease-back 
will be as attractive as an alternative loan 
in which the principal sum is returned in 
the form of amortization payments rather 
than rental income. It is impossible to 
generalize at this early date, for there are 


18 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331. 
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competing considerations. On the one hand, 
the tax upon insurance company income 
may result in raising the rental payments 
under future lease-backs in order to keep 
the net return on a level with loans. On 
the other hand, there appears to be a con- 
tinual flow of funds to the insurance in- 
dustry, making their problem of finding 
investments increasingly difficult. 


GIFT AND LEASE-BACK 


The gift and lease-back might be classi- 
fied as a collateral relative of the Clifford™ 
trust and the family partnership. The tax 
problems are essentially different from the 
sale and lease-back, for here the transac- 
tions are within the family. Thus far tax- 
payers may well be proud of their suc- 
cess, for many counsel have been surprised 
that the courts have gone so far in sanc- 
tioning the device. Under the circumstances 
perhaps the succeeding advice is over- 
careful. It rests upon the fundamental 
assumption that the courts will in the future 
subject these transactions to severe scrutiny. 
Though this assumption has yet to be 
proven sound, in my opinion the most re- 
cent case, Brown v. Commissioner,” would 
seem to go as far as, and possibly beyond, 
the borderline where counsel today can 
guarantee his client’s safety. Indeed, one 
can forecast further litigation, if a similar 
device is tried, and the ultimate possibility 
that the theory justifying Brown v. Commis- 
sioner may be upset by the Supreme Court. 

In the Brown case, the taxpayers, hus- 
band and wife, were engaged in the coal 
business. After discussing with their at- 
torney the problem of financial security for 
their two children, they decided to transfer 
to certain trusts a 35-acre coal land and a 
tract of land on which a railroad siding was 
located. The transfer was upon the un- 
derstanding that the properties were to be 
leased by the trusts to the taxpayers, who 
were to continue to operate them. Under 
the terms of the lease the taxpayers oper- 
ated the mine for five years on a royalty 
basis and in 1944 paid $20,000 in rentals 
and royalties, which they deducted in their 
return. The Commissioner’s action denying 
the deduction was affirmed by the Tax 
Court but reversed by the court of appeals. 

The theory of the court of appeals 
seemed to be based upon the fact that the 
trusts were created in good faith and were 
valid and irrevocable. The court recognized 
that the lease-back was carried out pur- 


19 50-1 ustc { 9219, 180 F. (2d) 926 (CA-3). 
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People with the lowest incomes are usu- 
ally sick oftener and die sooner than those 
with high incomes. The Twentieth Cen- 


tury Fund points out that persons on relief 
in 1935-1936 averaged 17 days of illness 
a year; those with family incomes under 
$1,000 averaged almost 11 days; those in 
the $1,500 to $2,000 income group aver- 
aged seven days; and those with incomes 
over $5,000, six and a half days of illness. 


suant to a prior understanding between the 
taxpayers and the prospective trustee, but 
considered the point to be insignificant. 
What seemed controlling was that there 
“came into the picture a new independent 
owner, the trustee, who was in a position 
to and did require the payment of the rents 
and royalties as a condition to the con- 
tinued use and possession of the lands by 
the taxpayers for the purposes of their 
business and wholly without regard as to 


whether their operations resulted in tax-. 


able income.” Under these circumstances 
the court of appeals reversed the conclu- 
sion of the Tax Court that the rents paid 
to the trustee were merely gifts. The court 
of appeals relied upon the other leading 
case in the gift and lease-back field, Skemp 
v. Commissioner.” 

With respect to the Third Circuit’s an- 
alysis, there can be no question concerning 
the validity of the trusts or even that they 
were created in good faith. The basic issue 
is whether the grantors may be permitted 
to consume their cake and have it too. 
There is much to be said for the Tax 
Court’s ™ analogy to the situation where (1) 
A purports to give B $10,000, (2) B con- 
tracts to buy 100 shares of X stock from 
A for $10,000 and then (3) B carries out 
his commitment. Should not the transac- 
tions be integrated and treated as if A had 
made a gift of X stock to B? To apply 
this analogy, do not the facts warrant the 
conclusion that the donors gave the trustee 
a fee reserving a term for years, in other 
words, a remainder interest only, and then 
each year made a gift equivalent to the 
rental paid? As demonstrated already in 
cases such as Judson Miils, there is nothing 
sacrosanct about giving the title “rental” 
to payments which may actually be pur- 
chase installments or donations. 

It may be said that “there came into the 
picture a new independent owner, the trus- 
tee,” and the rents fixed were reasonable. 





2% 48-1 ustc 1 9300, 168 F. (2d) 598 (CCA-7). 
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Yet, in reality the trustee is subject to the 
grantor’s control by reason of the prior 
understanding with the taxpayers that the 
property would be leased back to them 
upon reasonable terms. Under these cir- 
cumstances he has little to be “independ- 
ent” about, with the corpus effectively 
leased away. True, the trustee may nego- 
tiate and “require the payment of the rents 
and payments,” but if substance is to pre- 
vail over form, it must be recognized that 
negotiation is not involved—the grantor’s 
primary motive is to reallocate family in- 
come to the children and their trust. The 
transaction, then, is unique in that the 
donors are willing, indeed anxious, to pay 
a handsome rental for use of the trust prop- 
erty—in fact, the larger the better. In all 
cases of this type the rent will always be 
reasonable; indeed, it will err on the side 
of generosity. On the foregoing theory 
there is substantial doubt as to whether 
the Brown and Skemp cases will remain 
unquestioned. 


Similar doubts will arise by applying the 
Clifford rationale or family partnership prin- 
ciples. All of them blur together in such 
a device as is here involved. Upon the 


‘facts of the Brown case might not the in- 


come be taxable to the grantors on the 
theory that they have retained administra- 
tive control of the property? Thus the 
income would be subject to 29.22 (a)-21 (e) 
of the Clifford regulations. Again the argu- 
ment may be asserted that there was a new 
“independent owner, the trustee.” But, to 
repeat, is the trustee indépendent if shorn 
of his powers over the corpus when the 
trust was established? Rather than treat- 
ing Brown v. Commissioner as a deduction 
case, we might regard it as the transfer of 
property, with control reserved in the 
agreement incorporated in the lease rather 
than in the trust instrument itself. Under 
either alternative the donors have the op- 
portunity to manage and employ the trust res 
as part of their business as coal mine oper- - 
ators. Certainly such control is more sub- 
stantial than any single power which, under. 
the Clifford regulations, sfiffices to tax the 
trust income to the grantor. 

It may be that planners will, in the future, 
advise a gift of property outright to the 
trustee for their children, with no strings 
attached and without reference to a possible 
lease-back. Then, subsequently, the grantors 
could offer to lease the property at a figure 
high enough to make it more attractive than 


(Continued on page 698) 
21 Brown, CCH Dec. 17,051, 12 TC 1095 (1949). 
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The Receivability Feature 


of Bonds 


By JACOB COHEN 


THE AUTHOR, ASSISTANT PROFESSOR OF ECONOMICS AT BOWLING 


GREEN STATE UNIVERSITY, 


POINTS OUT THE ANTI-INFLATIONARY ADVAN- 


TAGES OF PERMITTING THE PAYMENT OF TAXES WITH GOVERNMENT BONDS 


HE receivability feature has a long his- 

tory in United States Government finance. 
By this feature it is meant that a govern- 
ment security can be presented to the 
government at a certain established price in 
payment for taxes or duties of various kinds. 
The purposes of this feature have been 
variously to improve the market for gov- 
ernment securities and to provide a short- 
term borrowing device. “Improving the 
market” has the two meanings of maintain- 
ing the prices of government securities out- 
standing, or expanding the market for new 
issues. First, a brief history of this feature 
will be presented and then a suggestion 
offered for extending its present-day use.” 


The objectives of the receivability fea- 
ture have been achieved historically with 
varying degrees of success. The feature may 
explain the ability of the Treasury to raise 
revenues and pay off creditors in the War of 
1812 and the period before the Civil War. 
It may also explain the circulation of Treas- 
ury notes at very low discounts. In the 
Civil War the feature was not a significant 
device when it applied to internal revenue 
taxes only. The large number of issues 
bearing this concession, as compared with 
the small amount of tax liability, limited 
the value of this feature. 


In World War I, Liberty Bonds carrying 
a rate of interest higher than 4 per cent 
were made receivable for estate or inherit- 


'The history of this feature has been dealt 
with in the author’s doctoral dissertation, ‘‘Gov- 
ernmental Techniques of Interest Saving on 
the Public Debt,’’ unpublished dissertation 
(University of Chicago, 1949). 
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ance taxes plus accrued interest.? This 
feature cannot be regarded as being respon- 
sible for the success of the third loan to 
which it first applied. All prior.issues of 
Liberty Bonds had conversion privileges 
into the third loan and were in this way 
made receivable for estate duties. Despite 
this, they sold below par to yield more 
than 4% per cent at the time of issue of the 
third loan. Receivability of certificates of 
indebtedness for war income and excess 
profits taxes may have been partly respon- 
sible for the success of offerings in antici- 
pation of 1918 taxes. 


In the interwar period, certificates of in- 
debtedness and Treasury notes were receiv- 
able for income taxes, Treasury notes were 
also receivable for estate taxes. For most of 
this period receivability applied to taxes 
payable at the maturity of the security. 
When securities were originally receivable 
before maturity this, presumably, permitted 
their purchase below par, and presentation 
for taxes at par. When this concession was 
removed, the remaining advantage conferred 
on the investor would be a short-term in- 
terest-bearing asset in which funds could 
be kept until tax date. It does not seem 
likely that this was a significant advantage. 
Any reason for holding government bonds 
rather than higher-yielding private short- 
term issues would relate to their relative 
lack of risk. 


2 Provided they had been held by the dece- 
dent for six months prior to his death. 





Since the beginning of World War II, 
nonmarketable Treasury savings notes have 
been issued carrying receivability for in- 
come, estate and gift taxes. Series C notes, 
the most important wartime issue, were re- 
ceivable for taxes with accrued interest if 
tendered two months after issue. They were 
also redeemable for cash with accrued in- 
terest after being held for at least six months. 
Similar features were attached to Series D 
notes when the latter were substituted for 
the C Series on September 1, 1948. The 
maturity of these notes has been three years, 
with interest rates of 1.07 and 1.40 per cent, 
respectively, if held to maturity. 


The receivability feature may have con- 
tributed substantially to the sale of Treas- 
ury savings notes.‘ One reason for this 
could be the business accounting practice 
of applying notes against tax liabilities, re- 
sulting in a higher ratio of current assets 
te current liabilities than if a similar amount 
of cash or other short-time issues were held.® 
The additional feature of nonmarketability 
and option of cash redemption would also 
explain their success. 


It is possible that the receivability feature 
could be made to play an even more im- 
portant role in present-day fiscal policy. 
What is urgently needed is some method 
for increasing the net absorption of debt 
by the nonbank public, and particularly by 
individuals. The nonmarketable feature has 
not proven adequate to this purpose. The 
relative interest-inelasticity of loanable funds 
suggests that interest rate increases would 
not be effective. If, however, savings bonds 
—the most significant device for lodging 
debt in the hands of individuals—were made 
receivable for income taxes at variable pre- 
miums, this might contribute to the desired 
result. In effect, holders of savings bonds 
would be given priority in tax reduction in 
any post-emergency period. Receivability of 
this sort should encourage purchase of sav- 
ings bonds at the present time and their 
retention until the post-emergency period. 


Just how much tax reduction (premium) 
should be granted the holder of savings 
bonds depends on current levels of economic 
activity. Some index, such as the rate of 
flow of personal income, might provide the 
basis for calculation. Which holder of 
savings bonds should get this premium in 


’The cash-redemption privilege applies to 
Series D notes four months after issue. 

4See Henry C. Murphy, The National Debt in 
War and Transition (New York, McGraw-Hill, 
1950), p. 115. 

5 Footnote 4. 
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case the desired tax reduction and debt 
retirement fell short of savings bonds hold- 
ings (as is likely), would be another ques- 
tion. A limited amount of savings bond 
retirement could be allowed each taxholder, 
or preference could be given to holders in 
lower-income brackets. The latter method 
would have the effect of increasing the pro- 
gressivity of the federal income tax struc- 
ture. In order to avoid discrimination 
between holders of bonds for different 
lengths of time, the premium could be 
added on to the current redemption values 
of savings bonds. The receivability feature 
in the form outlined could be attached to 
savings notes to encourage their continued 
holding (and exchange) and to discourage 
redemption in inflationary periods for cash 
or taxes. 


The indirect pressure for debt monetiza- 
tion by permitting nonmarketable issues 
tc be redeemed for cash—thus possibly forc- 
ing the Treasury to resort to the banking 
system—might also be avoided by removal 
of the cash redemption privilege from sav- 
ings bonds. The feature of receivability for 
taxes would provide a substitute outlet for 
holders, but the expected variability of the 
premium should discourage inflationary re- 
demption of issues. It is entirely feasible, 
of course, to retain all present features of 
savings bonds in addition to the proposed 
feature. 


An alternative scheme might appear to 
be cash redemption of savings bonds at vari- 
able premiums. Receivability for taxes of- 
fers superior advantages, however. It would 
be a simpler matter to give preferential 
treatment to different income groups through 
the income tax procedure. The latter pro- 
cedure also offers a better system of regu- 
lating the amount of debt retirement. Two 
arms of fiscal policy are thus combined by 
the proposed feature. The effects of tax rate 
change and alteration of debt size are both 
captured by having the nonmarketable debt 
receivable for taxes at variable premiums.’ 


No miraculous results are claimed for 
this proposal. It may, however, contribute 
to the economically desirable movement of 
bonds into and out of the hands of the nonbank 
public. In this way, it might reduce the 
need for compulsory savings schemes of 
one sort or another. [The End] 


6 As in all cases where fiscal policy calls for 
increases in purchasing power through retire- 
ment of nonbank-held debt and through tax 
reduction, government expenditures should be 
maintained or increased by debt monetization. 
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113 (a) (5), the new law again failed to 
deal with this problem. Section 113 (a) (5) 
provides for the change in the income tax 
cost basis by reason of death. Under that 
section the income tax cost basis of property 
transmitted on death is the value on the 
date of death or one year from the date 
of death if the optional-valuation date is 
chosen. Where property passes upon ex- 
ercise of a general power of appointment 
by will, it is considered, for purposes of 
that section, to be property passing from 
the individual exercising such power. This 
reference to exercise of a general power is 
a carry-over from the pre-1942 act pro- 
vision imposing an estate tax only on the 
exercise of a general power of appoint- 
ment. Insofar as future powers are con- 
cerned, no difference in treatment between 
exercise and nonexercise of a power is 
warranted. There continues to be available 
an important income tax advantage arising 
from the decision to exercise or not to 
exercise a general power without any estate 
tax effect. Thus, for example, if a trust 
fund in which a wife has a general power 
and under which, in default of appointment, 
the property would pass to her children, has 
gone up in value from the date of the 
testator’s death, the higher cost basis could 
be made available to the children by exer- 
cising the power. If the trust fund has 
dropped in value, it would be more advan- 
tageous to allow the property to pass in 
default of appointment by nonexercise, thus 
giving the children the higher income tax 
cost basis represented by the value on 
testator’s death. 


As a result of the provisions of the 1942 


act relating to powers of appointment, the. 


vesting of powers to invade corpus in 
trustees who might have a possible interest 
in the trust fund became fraught with the 
danger of estate tax in the trustees’ estates. 
Moreover, the life beneficiary was frequently 
named as co-trustee, with the risk of taxing 
the entire corpus in the beneficiary’s estate 
because of the power to appoint to himself 
or herself, even though jointly with others. 
In order to avoid this eventuality, the State 
of New York enacted Section 141 of the 
New York Real Property Law which pro- 
hibits a trustee from exercising .a power to 
pay corpus to himself, but the power de- 
volves upon the other trustees, if any, and 
if there are no others, it devolves upon the 
supreme court or the surrogate’s court, 
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depending on whether it is an inter-vivos or 
testamentary trust. Despite the fact that 
under the new powers of appointment law 
the trustee beneficiary will not be taxed 
if the power is held jointly with trustees 
having a substantial adverse interest, never- 
theless, under a statute like the New York 
statute or where such a rule prevailed at 
common law, the beneficiary is disqualified 
from acting in the exercise of the power. It 
is thus still necessary to have a disinterested 
trustee, but the word “disinterested” no 
longer refers to an interest in the corpus of 
the trust but to the right to receive corpus 
under the trust. 


During the effective period of the 1942 
act, many wills were drawn disqualifying 
trustees from joining in the exercise of the 
power to invade corpus for the beneficiary 
where such trustees had any interest, vested 
or contingent, in the corpus of the trust. 
In a given situation, there may have been 
only one disinterested trustee, in this sense, 
and the death or failure to act of this trustee 
would cause the power to devolve upon the 
courts. Provisions were sometimes inserted 
for the further appointment of disinterested 
trustees in» such a contingency. In view of 
the change in the law, such wills should 
now be revised where possible to remove 
the disqualification of these trustees to act. 


Where it is proposed to vest in the 
beneficiary of a trust, the power to draw 
down corpus in any year, it may be desir- 
able to couch such power in the terms of 
Sections 811 (f) (5) and 1000 (c) (5). This 
would avoid gift and estate tax questions 
on the lapse of the power in any given year. 
Even though there may be several re- 
maindermen of the trust and despite the 
availability of the gift tax marital deduction, 
the lapse of the power to the extent that it 
is a gift under the statute would be a gift 
of a future interest without the benefit of 
the $3,000 annual exclusion for each donee. 
This would result, in all exents, in the 
requirement to file gift tax returns and 
might, over a period of years, build up into 
a substantial gift tax. Of course the power 
to pay corpus may now be vested in a 
trustee without any concern about tax in 
the trustee’s estate, since the trustee’s 
power would not be a general power of 
appointment. This would eliminate any gift 
or estate tax question for the beneficiary. 


[The End] 
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Depreciation of Capital Goods jnlth 


THE AUTHOR SPOKE ON THE SAME SUBJECT BEFORE THE 
AMERICAN INSTITUTE OF MINING AND METALLURGICAL 
ENGINEERS AT ITS 1951 ANNUAL MEETING IN ST. LOUIS 


HEODORE ROOSEVELT once said 

that when he, as President, was con- 
fronted by some perplexing problem, he 
used to lean back and look up at a large 
painting of Lincoln that hung above his desk 
in the White House and ask himself: “What 
would Lincoln do if he were in my shoes? 
How would he solve this problem?” 

To guide us in our discussion, we now 
turn to the wisdom of Lincoln: “If we 
could first know where we are and whither 
we are tending, we could better judge what 
to do, and how to do it.” 

Paraphrasing these words and applying 
them to the subject before us, we can best 
state our approach as follows: (1) if we 
know the position of the coal mining in- 
dustry in the economic picture of our 
nation, (2) if we know the historical back- 
ground, the present position and the prob- 
able trends of mechanization in the coal 
mining industry, (3) if we know the past 
and the present of the federal income tax 
laws as they relate to the coal mining 
industry and (4) if we become acquainted 
with the tax depreciation policy ‘of our 
neighboring country, Canada, we are in a 
position to judge better what to do relative 
to our problem of the depreciation of capi- 
tal goods in the coal mining industry. 


It isn’t necessary to develop and present 
page after page of statistics to show the 
relative importance of the coal mining in- 
dustry in the general economic picture of 
our nation. Just recall how, during a pro- 
longed coal strike, manufacturing plants 
cease operating, railroad operations are cur- 
tailed, electric power plants cut their output 
and the economy is brought to a virtual 
standstill. 
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With war clouds hovering over our econ- 
omy, more emphasis must be placed on a 
strong mining industry. To accomplish this, 
the operator must follow a program of 
continuous mechanization. He must be 
searching constantly for new mining meth- 
ods. However, we know that depreciation 
reserves accumulated during the past ten 
years are not adequate for replacement 
purposes at 1950 cost levels. The difference 
between the original cost of the equipment 
to be replaced and the new equipment must 
come out of earnings. When we take into 
consideration the fact that in the ten-year 
period between 1930 and 1940, the majority 
of coal companies operated at a loss and 
had no substantial tax benefits from depre- 
ciation taken in those years, it is more 
forcibly brought to our attention that some 
changes should be made in the federal gov- 
ernment’s taxation policies relative to de- 
preciation in the coal mining industry. 
(See Table on page 677.) 


The industry must look to the earnings 
of the past ten years (1940 to 1950) for the 
financial backing for replacement of its old, 
worn-out equipment and for the installa- 
tion of new methods. It does not appear 
quite fair or equitable that an industry be 
made to mortgage its earnings of the past 
years so that it will be in a position to 
function in our present, highly mechanized 
economy. However, the past earnings are 
probably tied up in plant and equipment, 
and the industry will have to resort to 
borrowing additional capital, either through 
outright loans or equipment mortgages. 
Either method has the effect of mortgaging 
the future earning power of the industry 
as a whole. Whenever it becomes necessary 
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to mortgage the future earning power of 
such a key industry, it is time that the 
depreciation policy of the government be 
made realistic to promote a continued mech- 
anization program financed out of current 


earnings. Specific recommendations to ac-- 


complish this end will be made later in 
this discussion. 


I have attempted to show the importance 
of the coal mining industry in the economy 
of our country. Now I will brief the 
historical background of mechanization in 
this industry. 


Prior to about 1920, the great bulk of the 
coal in the world was loaded by hand with 
shovels into mine cars. This, of course, 
necessitated the employment of a great 
many men to do the shovelling. As a result, 
the loading section in a coal mine required 
more labor and usually more overhead ex- 
pense than any other. To get mine cars 
up near the working face so that the hand 
loaders could reach them, it was necessary 
to lay track into each entry and room that 
make up an underground coal mine. Mine cars 
were then shunted into the various rooms 
either by electric locomotive or, in many 
cases, by mules and ponies. After the coal 
was loaded, it was hauled out, a few cars 
at a time, to the main-line parting. At 
these main-line partings, the cars were as- 
sembled into trains and pulled either to a 
hoist leading to the surface or, in many 
cases, directly to the tipple. 


The first underground coal-loading equip- 
ment used in the United States was brought 
from England in 1890. The first mobile 
loading machine built in the United States 
was installed in Illinois in 1903. 


Capital Goods in Coal Mines 


These facts show that mechanization in 
coal mines is a development of this century. 
The real impetus to mechanization started 
about 1920. By the mid-thirties the trend 
was firmly established. 


The economic situation in the bituminous 
coal mining industry in 1936 and 1937 was 
such that there was intense interest in 
improving the output per man-day in un- 
derground mines and in reducing the op- 
erating labor cost. The competition resulting 
from the tremendous increase in production 
of strip mines also made further improve- 
ments in underground mining necessary. 
In 1938 the invention of the shuttle car 
made trackless mining a reality. The elimi- 
nation of the tracks from the working areas 
of a mine gave increased production with 
decreased costs. A track mine just couldn’t 
compete with one using the trackless system. 

The mechanization of the coal mining 
industry, however, has not been revolution- 
ary. Starting from practically zero in 1923, 
mechanically loaded coal had increased to 
only 10 per cent of the total underground 
production in 1930. In 1940 it stood at 35 
per cent, and today it amounts to about 
two thirds of the total underground produc- 
tion. It has taken over a quarter of a cen- 
tury to equip our mines to the extent that 
two thirds of the total underground produc- 
tion is mechanically loaded. The real reason 
for this is that the coal mining companies 
just don’t have the working capital neces- 
sary to buy mechanical mining equipment. 
From 1925 through 1939 the bituminous 
coal mining industry lost money. Over a 
half billion dollars was written off as de- 
preciation during these loss years, a good 
portion of which was lost as a tax deduc- 
tion. Is it any wonder that it is taking 
such a long period of time to mechanize 
and modernize our coal mines? 

There is no other industry, that I know 
of, that lost money for 15 consecutive years 
and still was able to do the production job 
it did in World War II. It was a job 
well done. 

Government should shoulder its share of 
the responsibility for a strong, coal mining 
industry. This can be accomplished by 
adopting a more realistic depreciation policy. 

With the advent of the Sixteenth Amend- 
ment to the Constitution, the net incomes 
of individuals and corporations were taxed. 
The rate for corporations was 1 per cent 
up to 1916, when it was increased to 2 
per cent. War excess profits taxes were 
levied in 1917 and 1918. The rates were 
gradually increased until 1939 when a 16% 
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A highly mechanized economy requires 
investment in machinery to lower costs. 


per cent rate became effective. We are all 
acquainted with the high excess profits tax 
rates brought on by World War II. Cor- 
porations had a breather from 1946 through 
1949 when the rate was 38 per cent. How- 
ever, effective July 1, 1950, a new excess 
profits tax came into being. 

Prior to the enactment of the income tax 
law in 1913, depreciation presented no 
problem. It made no difference how much 
or how little depreciation was taken. It 
had no effect on your bank balance. Today 
the picture is entirely changed. Your bank 
balance is measurably contingent on the 
amount of depreciation allowed for tax 
purposes. To illustrate my point, let us 
assume that A and B companies each made 
$1,000,000 before depreciation and there is 
a 50 per cent tax rate. A is a small, highly 
mechanized company and has a $100,000 
depreciation charge, while B is a larger 
and not so highly mechanized company 
and has a $50,000 depreciation charge. 


B 
Profit before depre- 
ciation 


$1,000,000 
Depreciation 


50,000 


$ 950,000 
475,000 


Taxes at 50 per cent. 


450,000 


450,000 $ 475,000 
100,000 50,000 


Net profit 
Add back depreciation 


Net cash 


550,000 $ 525,000 


Even though B makes $25,000 more net 
profit, A has $25,000 more in the bank due 
to the fact that A pays $25,000 less tax. 
Sounds strange, but it is true. 

At this time I should like to point out a 
much-overlooked provision of our federal 
income tax depreciation regulations. This 
provision specifies that expenditures for 
equipment (including installation and hous- 
ing) and for replacements thereof which are 
necessary to maintain the normal output 
solely because of the recession of the work- 
ing face of the mine and which (1) do not 
increase the value of the mine, (2) do not 
decrease the cost of production of mineral 
units or (3) do not represent an amount 
expended in restoring property or in mak- 
ing good the exhaustion thereof for which 
an allowance is or has been made shall be 


deducted as ordinary and necessary busi- 
ness expenses. (Regulations 111, Section 


29.23 (m)-15 (b).) 


It would appear to me that once a mine 
has reached its capacity output, any new 
equipment acquired and put into use be- 
cause of the recession of the working face 
should be expensed. -However, the tests 
and intent of the Regulations must be met. 
As the face of a mine recedes, it is neces- 
sary to have more transportation facilities, 
These items can be expensed. 


The basic depreciation policy of the In- 
ternal Revenue Bureau was established in 
T. D. 4422, XIII-1 CB 58 (1934). One of 
the principal purposes of T. D. 4422 is to 
place the burden of proof of the correct- 
ness of deductions claimed for depreciation 
squarely upon the taxpayer. Prior to the 
issuance of this ruling, the burden of provy- 
ing the inaccuracy of the depreciation de- 
duction was on the government. The 
government has published Bulletin F which 
is to be used in determining the proper 
rates of depreciation to be used on various 
items of equipment. In this bulletin, load- 
ers carry a 17-year life, wood mine cars, ten 
years, conveyors 15 years, etc. Since 1934 
the tempo of machinery replacement due 
to obsolescence has increased. Today a 
loader is built to last five years, not 17 
years. After five years it is replaced by 
the newer, modern machine. It is not eco- 
nomical to keep an obsolete machine simply 
because it can be made to work. The 
manufacturers of mining machinery are 
constantly searching for and developing 
better tools for the coal mining industry. 
Therefore, these rates are not realistic un- 
der today’s conditions. 


The Bureau’s depreciation policy was es- 
tablished in 1934 when tax rates were 13% 
per cent. In fact, in 1934, most companies, 
particularly coal mining companies, favored 
low depreciation rates mainly for the rea- 
sons that they were losing money and their 
losses would increase if the rates were 
raised, and that depreciation reserves would 
be built up without a substantial tax- 
benefit deduction. 


Since 1934 it has been pretty well estab- 
lished that industry generally has to invest 
in machinery in order to cut costs and 
survive in a highly mechanized economy. 
Prior to this time, it was not uncommon 
for industry to keep its machine tools for 
30, 40 or even 50 years. Labor was cheaper 
than new, costly machinery. However, with 
the unionization of industry, this changed. 
With labor costs mounting, industry had 


676 August, 1951 © TAXES— The Tax Magazine 


_— = -:. ai ok 64k eee ee ce 


= 








>CO- 
iply 
The 

are 
ping 
stry. 

un- 


5 eS- 
1334 
nies, 
ored 
rea- 
their 
were 
ould 
tax- 


stab- 
nvest 
and 
1iomy. 
nmon 
ls for 
eaper 
, with 
unged. 
y had 

























































Income and Depreciation of Bituminous Coal Mining Corporations 
(Millions of Dollars) 


Net Income Net Loss 


Returns Reporting of Corpo- of Corpo- Depreciation 
ar rations rations Net Loss . 

Net Net Showing Showing for Tax , No Tax 

Year Income Losses Income Loss Industry Claimed Benefit Benefit 
are 582 1,513 10 58 48 43 None 43 
eo ee 289 1575 6 57 51 40 None 40 
ae 396 1,455 7 55 48 37 None 37 
| 660 1,357 24 31 7 42 35 7 
| 591 1,384 20 35 15 39 24 15 
_ See 590 1,355 25 28 3 38 35 3 
. eS 539 1,276 22 23 1 39 38 1 
ae 363 1,524 11 38 27 37 10 27 
rebees 505 1,315 18 24 6 36 30 6 












The amount of depreciation applicable 












Returns Per Cent 


67 
33 


100 










Gains 





2,017 














1 Prorated on basis of returns filed. 





to cut other costs by the installation of 
modern machinery. With the added clouds 
of inflation and war in the present economic 
picture, this is more true today than it was 
ten years ago. The one answer to prevent 
inflation and at the same time produce for 
defense is to produce more at less cost. 
This can only be accomplished by improved 
manufacturing or mining techniques which 
will involve big outlays for capital equipment. 


It is true that Congress passed a law 
authorizing taxpayers to write off over a 
five-year period equipment acquired in the 
interests of national defense. To a certain 
extent this recognizes that it is government’s 
responsibility to help finance such acquisi- 
tion. However, this is temporary relief 
effective for the duration of the present 
emergency and conceivably would apply 
only to newly opened mines. 
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Capital Goods in Coal Mines 





Source: Statistics published by Bureau of Internal Revenue. 


corporations reporting losses was not readily available. Therefore, it was necessary to 
prepare this chart on the basis of the net result of the industry. This has the effect 
of overstating the amount of deprecation for which taxpayers had a tax benefit and 
is brought out by the following tabulation for 1934: 


————In Millions of Dollars, 


Net Loss 


to corporations reporting income and to 


————— Depreciation 


No Tax 
Claimed* Tax Benefit Benefit 





31 28 - 28 
24 14 14 ae 
=) 42 14 "28 


7 


I see no easier way for the key industry 
in our economy, the mining industry, to 
finance complete and continued mechaniza- 
tion of its facilities than by the inauguration 
of a more liberal depreciation policy. 


The coal mining industry is still smart- 
ing from its 15-year loss cycle. During 
that period this industry took over a half 
billion dollars in depreciation, a large part 
of which was lost taxwise. It had insuffi- 
cient working capital because of these losses 
and could not mechanize to the fullest ex- 
tent. I can appreciate that the defense 
authorities in Washington want a strong 
coal mining industry that will be prepared, 
if necessary, to produce much more than 
its present tonnage at lower costs. At this 
moment that may sound unlikely, but it 
can happen. We talk about doubling the 
production of most of our industrial output. 
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Canadian law encourages a strong mining 
industry to meet international competition. 


What coal output would such industrial 
expansion require? 

The Canadian depreciation policy as it re- 
lates to mining companies should be examined. 


As you are aware, Canada is a new coun- 
try, and it must develop its natural re- 
sources in order to compete with the other 
nations of the world. Effective for 1949 and 
subsequent years, Canada issued a new set 
of depreciation regulations for its taxpayers. 
These regulations provide that mining ma- 
chinery and equipment shall be depreciated 
at a 30 per cent rate according to a declin- 
ing balance method. Under this method the 
amount of depreciation is subtracted annu- 
ally from the cost or other basis of the 
property and the rate applied to the result- 
ing balances. Depreciation on any single 
item is largest in amount the first year and 
declines each year thereafter. To illustrate, 
let us compute the depreciation on an item 
costing $100 at a 30 per cent declining bal- 
ance rate: 


Per 
; Cent 
The first year, 30 per cent of $100 $30 30 


The second year the basis is $100 

— $30 or $70 x 30 per cent... 21 21 
The third year the basis is $70 — 

$21 or $49 x 30 percent...... 15 15 
The fourth year the basis is $49 

— $15 or $34 x 30 per cent... 10 
The fifth year the basis is $34 — 

$10 or $24 x 30 per cent 


Total depreciation write-off in 
five years 83 


In my opinion, the cost of maintenance 
repairs and depreciation should be consid- 
ered as the total cost of operating a machine 
Over a given period of time. This cost 
should tend to be constant from year to 
year. It is known that as a machine gets 
older, repair and maintenance charges in- 
crease. The declining balance method of 
depreciation reflects income from year to 
year on a more correct basis than the 
straight-line basis. On the straight-line ba- 
sis, the depreciation charge is constant from 
year to year, and as a machine gets older, 
the maintenance cost rises. This means that 
the income of the earlier years is overstated 
while the income of the later years is un- 
derstated. The declining balance method 
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tends to eliminate this switch of income 
from year to year. 

During 1948, 64 per cent of the coal con- 
sumed in Canada was imported from the 
United States. In 1949 this decreased to 
53 per cent or from 31,000,000 tons to 
21,500,000 tons. Should not our mine opera- 
tors have the same incentive to mechanize 
as have the Canadian operators? 


The operator who keeps his sights set 
continuously on improving his mining tech- 
nique by acquiring new equipment and 
making use of new mining methods con- 
stantly will produce more for less money. 
He will have the advantage of large depre- 
ciation deductions for tax purposes and 
therefore have more cash in the bank. If 
the tonnage increases and the costs per ton 
decrease, it naturally will follow that profits 
will increase. With increased profits the 
operator will pay more income taxes. 

It should be noted that if an operator 
fails to follow a continuous program of 
acquiring new equipment, under the Cana- 
dian law he penalizes himself by having 
smaller depreciation deductions. On a 30 
per cent declining balancé method it is true 
that 83 per cent of your cost is recovered 
in the first five years. However, starting 
with the sixth year the rate is only five 
per cent, and it becomes less and less 
each year. 

The main purpose of the Canadian law 
is to build a strong mining industry through 
a continuous mechanization program which 
eventually will mean a more profitable min- 
ing industry. Canada recognizes that the 
mining industry is one of the firmest foun- 
dations on which its modern economy rests 
and also that a sound industry today is the 
strongest assurance of peace and plenty 
tomorrow. 

Under the Canadian law the 30 per cent 
rate is applied to the undepreciated cost 
at the end of a year. Under this law it is 
possible to purchase equipment and have 
more money in the bank after the purchase 
than if the equipment had not been pur- 
chased. Let us assume that Y company on 
December 15 buys a continuous miner cost- 
ing $50,000, making a 20 per cent or $10,000 
down payment. Let us assume further that 
a 75 per cent tax rate is effective. The 
depreciation to be taken is 30 per cent of 
$50,000 or $15,000. The tax saving by hav- 
ing this additional deduction is 75 per cent 
of $15,000 or $11,250. The net increase in 
the cash position is $1,250, which is the 
difference between the $11,250 tax saving 
and the $10,000 down payment. 

(Continued on page 685) 
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Nonvoting Stock 


for the Consolidated Return 


By JEROME TANNENBAUM 


. . . SINCE VOTING POWER IS A TEST OF AFFILIATION, THE 


POWER TO PARTICIPATE IN MANAGEMENT IS A TEST OF THE 
VOTING POWER. MR. TANNENBAUM IS ASSOCIATED WITH GOR- 


‘ECTION 141(d) of the Internal Revenue 
‘J Code, as amended, relating to the defi- 
nition of an “affiliated group” for consolidated 
income and excess profits tax return pur- 
poses, provides that ownership of at least 
95 per cent of the voting power of all 
classes of stock of each subsidiary is a 
requisite for affiliation purposes. However, 
nonvoting stock which is limited and pre- 
ferred as to dividends is not considered as 
“stock” within the meaning of the statute. 


The classification of preferred stock, which 
is limited and preferred as to dividends but 
which carries the right to vote on certain 
limited corporate matters without any power 
to participate in the election of directors, 
may be of significant importance to various 
groups of corporations which desire to 
make and file consolidated income and 
excess profits tax returns. Likewise, it may 
be appropriate to consider the criterion for 
characterizing, as nonvoting stock, a class 
of preferred stock or any other class of 
stock which is only accorded the right to- 


1 Code Sec. 141 (d), as amended, states as fol- 
lows: 

“Definition of Affiliated Group—As used in 
this section, an ‘affiliated group’ means one or 
more chains of includible corporations con- 
nected through stock ownership with a common 
parent corporation which is an includible cor- 
poration if— 

(1) Stock possessing at least 95 per centum 
of the voting power of all classes of stock and 
at least 95 per centum of each class of the 
nonvoting stock of each of the includible cor- 
Porations (except the common parent corpora- 
tion) is owned directly by one or more of the 
other includible corporations; and 

(2) The common parent corporation owns 
directly stock possessing at least 95 per centum 


Nonvoting Stock 
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select directors in the case of a designated 
default or the occurrence of some event 
which does not occur within the taxable year. 


Factual Situation 


For illustrative purposes, the following 
facts may be considered. A_ subsidiary 
corporation has two authorized classes of 
stock, one class of common and the other 
of preferred which is clearly limited and 
preferred as to dividends. Its certificate 
of incorporation provides that all voting 
rights of the stockholders are vested exclu- 
sively in the holders of the common stock 
except as otherwise provided by law or as 
set forth elsewhere in the certificate: The 
law of the state under which the company 
is Organized does not grant the holders of 
the preferred stock the unconditional right 
to vote for any of the directors. 


The certificate further provides that in 
the event of a designated default, and 
during the period of such default, the pre- 


of the voting power of all classes of stock and 
at least 95 per centum of each class of the 
nonvoting stock of at least one of the other 
includible corporations. 

““As used in this subsection, the term ‘stock’ 
does not include nonvoting stock which is lim- 
ited and preferred to dividends.”’ 

2 The rule that preferred stock which has the 
privilege of voting for directors under state 
law constitutes ‘‘voting stock’’ under the defini- 
tion of an ‘‘affiliated group,’’ for consolidated 
return purposes, would therefore be inapplica- 
ble to the illustrative case. (Rudolph Wur- 
litzer Company et al., CCH Dec. 8303, 29 BTA 
443 (1933), aff’d 36-1 usrc { 9077, 81 F. (2d) 971 
(CCA-6), cert. den. 298 U. S. 676.) 
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ferred stockholders voting as a class shall 
be entitled to remove existing directors and 
elect new ones in their stead. Upon the 
curing of the default the right to elect 
directors shall again vest in the holders of 
the common stock. Assume that the hap- 
pening of any of the following events shall 
constitute a default: 


(a) Subsidiary’s failure to dismiss, within 
a specified period, any receivership, bank- 
ruptcy or liquidation proceeding commenced 
by or against it; 

(b) Its failure to pay when due, or 
within a designated time thereafter, any 
interest or principal under any mortgage 
or other contractual obligation; 


(c) The failure of the corporation to per- 
form any provisions of its certificate of 
incorporation or by-laws, or of any contract 
or instrument to which it is a party; or 


(d) Its failure to establish, maintain, or 
use a designated reserve fund. 


At no time has any such default occurred. 


The certificate of incorporation of the 
subsidiary also sets forth that without the 
prior approval (given in writing or by vote 
at a meeting) of the preferred stockholders, 
it may not do any of the following things: 


(a) Sell, mortgage, encumber or other- 
wise dispose of any of its real property or 
its personal property in bulk; 


(b) Reconstruct or demolish any of its 
fixed assets; 


(c) Change any price or rent on certain 
price lists or rent schedules; 


(d) Require any customer or tenant to 
purchase any of its stock in order to make 
a purchase or obtain a lease; or 


(e) Consolidate, merge, redeem any out- 
standing shares of any class of stock, or 
make any change in capital structure. 


The parent company owns at least 95 
per cent of the issued and outstanding 
common stock but none of the outstanding 
preferred stock of the subsidiary. It is 
further assumed that both companies are 
“Sncludible” corporations under the statute. 


Since the preferred stock is clearly limited 
and preferred as to dividends, a question 
to be determined, in the light of its limited 
voting power, is whether or nct the stock 
is voting stock as that term is used within 
the meaning of Section 141(d) of the Code, 
as amended. 


31924 CCH Standard Federal Tax Reports 
| 3443, 299 F. 326, 331 (DC Mo.). 

41925 CCH Standard Federal Tax Reports 
q 7063, 4 F. (2d) 195 (CCA-8). 


Legislative History and Constructions 


Section 240 of the Revenue Act of 1918 
was the first statute which provided for 
the affiliation of corporations. Subsection 
(b) thereof based affiliation upon the owner- 
ship or control of “substantially all the 
stock” of one or more corporations by 
another corporation, or of the ownership 
or control of “substantially all the stock” 
of two or more corporations by the same 
interests. While the statute did not define 
the term “stock” as “voting stock,” Article 
633 of Regulations 45, promulgated under 
the 1918 act, contained the interpretation 
of the Commissioner of Internal Revenue 
that the term “stock” meant “voting stock.” 


It was thereafter held In re Temtor Corn 
& Fruit Produce Company, relative to affili- 
ation under Section 240 of the Revenue Act 
of 1918, that: “Congress had in mind voting 
stock only, or such stock as carried control 
by one corporation over its affiliated cor- 
poration. Unless this was the purpose and 
meaning of Congress, the statute is prac- 
tically worthless and incapable of enforce- 
ment.”* On appeal, the judgment was 
affirmed in Schlafly v. U. S. by the Eighth 
Circuit Court of Appeals.‘ 


The Sixth Circuit Court of Appeals held 
in Commissioner v. Shillito Realty Company 
that: “. the stock that controls is the 
stock that has the power to dominate the 
business and the voting strength to make 
that domination effective. . . . We think 
the term ‘stock’, as used in the statute 
(referring to Sec. 240(b) of the Revenue 
Act of 1918 relative to affiliation), is in- 
tended to mean stock with a potential vot- 
ing power which, if asserted, will be effective 
in the management or control of the cor- 
poration. The ownership of stock 
which may vote, but not be effective in 
control, can have but little influence in the 
domination of the corporation.” ° 


The Revenue Act of 1921 also applied the 
“same affiliation test as the 1918 act, except 
that consolidated returns were made op- 
tional with the taxpayer after January 1, 
1922. The Treasury Department again con- 
strued the term “stock” to mean “voting 
stock” in Article 633 of Regulations 62. 


The Supreme Court was faced with the 
question of affiliation under Section 1331 
of the Revenue Act of 1921 (as applicable 
to 1917) and Section 240 of the Revenue 


51930 CCH Standard Federal Tax Reports 
{ 9290, 39 F. (2d) 830 (CCA-6). 
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Act of 1918, in Atlantic City Electric Com- 
pany v. Commissioner. The preferred stock 
(as well as the common stock), in the 
Atlantic case, was voting stock. In dis- 
missing the argument that the voting pre- 
ferred stock should be _ excluded, for 
determining affiliation under those statutes, 
because it was redeemable at any time and 
limited to dividends, the Supreme Court held: 


“Despite redeemability and the limitation 
of dividends, the owners of the preferred 
stock were not in the position of creditors, 
but were stockholders with a proprietary 
interest in the corporate undertaking and 
with a corresponding relation, through the 
voting right, to the direction of that under- 
taking. The voting right remained uwun- 
impaired until actual redemption.” (Italics 
supplied.) 


This author believes that the “direction 
of that undertaking” means more than the 
right of a class of stock to vote on some 
minor or limited matter. It is the right to 
vote at the election of directors which 
exercise the control over the management 
of a corporation and its business affairs.’ 


The Commissioner’s interpretation of 
“stock” was embodied in Section 240 (c) of 
the Revenue Act of 1924 which for the 
first time substituted the term “voting stock” 
for the word “stock.” This statute pro- 
vided that two or more corporations should 
be deemed affiliated if one corporation 
owned at least 95 per cent of the “voting 
stock” of the other or others, or if at least 
that percentage of “voting stock” of two 
or more corporations was owned by the 
same interests. Article 633 of Regulations 
65 followed the statutory reference to 
“voting stock” for affiliation purposes. 


Section 240 (c) of the Revenue Act of 
1926 reproduced the provisions of the act 
of 1924, but confined its application to 
affiliation during the year 1925. Added in 
Section 240 (d), for application in the year 
1926 and thereafter, was the same provision, 
except for the omission of the word 
“voting,” and with the qualification that the 
term “stock” does not include nonvoting 
stock which is limited. and preferred as 
to dividends. The Treasury Department 


®°3 ustc J 1046, 288 U. S. 152 (1933). See con- 
curring opinion of Judge Hill in Hrie Lighting 
Company, CCH Dee. 9631, 35 BTA 906 (1937). 

™ “Voting stock’’ may very properly be termed 
‘management stock.’’ Thompson on Corpora- 
tions, 3d Ed., Vol. 5, Sec. 3449. In Handy & 
Harman v. Burnet, 2 ustc { 826, 284 U. S. 136 
(1931), the Supreme Court stated, with respect 
to the type of control required for affiliation 
purposes under the Revenue Act of 1918, that 


Nonvoting Stock 


again interpreted the term “stock” to mean 
voting stock. (Article 633 of Regulations 69.) 


Under Section 141 (d) of the Revenue 
Act of 1928, an affiliated group was defined 
as one or more chains of corporations con- 
nected through stock ownership with a 
common parent who owned directly at least 
95 per cent of the “stock” of at least one of 
the other corporations, and at least 95 per 
cent of the “stock” of each corporation 
(except the parent) was owned directly by 
one or more of the other companies. The 
adjective “voting” was not inserted before 
“stock” in the statute. While Regulations 
75 merely referred to the term “affiliated 
group” as including those corporations which 
are members of the group within the mean- 
ing of the 1928 act, the Commissioner 
reiterated his earlier interpretation of the 
term “stock” when he acquiesced in the 
decision of Anderson-Clayton Securities 
Corporation.® 


It may be noted, at this time, that the 
Board of Tax Appeals, after referring to the 
legislative history of the affiliation provision, 
stated in the Anderson-Clayton case: “This 
historical analysis of the provision reveals 
that in the later acts the words ‘substan- 
tially all’ were eliminated, probably because 
they were too indefinite; and that although 
the word ‘controls’ was also eliminated, the 
idea of control, as well as ownership of the 
stock is retained, in part, at least, by in- 
serting, in the 1924 act, the word ‘voting’ 
before the word ‘stock’ and by adding, in 
the 1926 and subsequent acts, the provision 
relating to nonvoting stock.” 


In Erie Lighting Company v. Commissioner ® 
the holders of the preferred stock were 
entitled at all times to full voting power 
except that they had no power to vote the 
preferred stock at any election for directors, 
unless the dividends on the preferred shares 
for two quarterly periods, whether con- 
secutive or not, should remain unpaid. In 
case of such a default the preferred stock 
could be voted also in the election of 
directors. No such default existed during 
the taxable years for which the taxpayer 
claimed the privilege of filing consolidated 
returns. One of the vital issues in this 
case was whether or not the preferred stock 


“Control resting solely on acquiescence, the 
exigencies of business or other considerations 
having no binding force is not sufficient to sat- 
isfy the statute.”’ 

8CCH Dec. 9614, 35 BTA 795, 799-800, acq. 
1937-2 CB 2. 

938-1 ustc 9030, 93 F. (2d) 883, 885-886 
(CCA-1), rev’g CCH Dec. 9631, 35 BTA 906 
(1937). 
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constituted nonvoting stock within the 
meaning and scope of Section 240 (d) of 
the 1926 act, and of Section 142 (c) of the 
1928 act.” 


The First Circuit Court of Appeals stated, 
in the Erie case, in construing the affiliation 
provisions of the Revenue Act of 1918 and 
of succeeding statutes up to and including 
the 1928 act, as follows: 


“The Commissioner of Internal Revenue 
realized that, if the statute [referring to 
Sec. 240 (b) of the 1918 Act] were taken 
literally, although no definite percentage of 
stock required to be owned or controlled 
was stated, either great latitude must be 
permitted in this respect, or the purpose 
of the statute would be frustrated. If 
the control of substantially all of both 
voting and nonvoting stock were required, 
it could seldom be complied with, as pre- 
ferred stock is not usually given voting 
power so long as the preferred. dividends 
are met, and it is generally distributed to 
the public and seldom found in considerable 
quantities in the control of an_ allied 
corporation. 


“The Commissioner, to render the statute 
practical in its operation, by Article 633 of 
Regulation 45 issued under the act of 1918, 
provided that the ‘stock’ referred to in sec- 
tion 240 (b) must be construed as voting stock. 


“The same language was used in the 
Revenue Act of 1921, §240 (c), 42 Stat. 
260, and the Commissioner in Article 633 
of Regulation 62 under this act again 
restricted the word ‘stock’ to voting stock, 
thus excluding preferred or other capital 
stock, under whatever name, that had. no 
voting power in the control or management 
of the corporation’s business. 


“In the Revenue Act of 1924, § 240 (c), 
43 Stat. 288, Congress practically adopted 
the Regulations of the Department and 
specifically provided that two corporations 
would be deemed affiliated if one owned or 
controlled substantially all the voting stock 
of the other. 


“Little advance in clarifying the construc- 
tion of the law was made by this change 
in the wording of the statute over the word- 
wng of the Regulations under the acts of 
1928 and 1921. The Commissioner and the 


” Another issue in the Erie case (see footnote 
9) was whether the preferred stock was limited 
and preferred as to dividends. The Board of 
Tax Appeals held that the stock was not lim- 
ited and preferred as to dividends, but the 
Circuit Court reversed the Board on this point. 
With respect to the issue as to whether pre- 
ferred stock, which is entitled to share equally 
with common stock after certain distributions 
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Board and the courts, however, prior to 1926, 
consistently construed these acts to mean that 
preferred stock not having the right to vote 
for directors was not ‘voting stock’. . . . 


“With such an established and recognized 
construction by the Department, Congress 
in enacting the 1926 and 1928 acts should 
be held to mean by ‘nonvoting stock’ stock 
not having the right to vote for directors 
who control the management of the cor- 
poration.” (Italics supplied.) 


The First Circuit Court also pointed out 
in the Erie case that: “The Board of Tax 
Appeals apparently based its conclusions 
that the preferred stock in this case was not 
deprived of all powers of control by reason 
of the fact that it could not vote for the 
election of directors, since it had the right 
to vote in regard to increase of capital 
stock, determine the number constituting 
the board of directors, the place of its 
principal office, time of stockholders’ meet- 
ings, any increase of the capital indebted- 
ness, reduction of the capital stock, and 
many other matters usually reserved to the 
stockholders; but these matters are not a 
basis for holding that two corporations do 
business as a single unit, or that the pre- 
ferred stockholders control the management 
of the business enterprise. That is left to 
the board of directors.” (Italics supplied.) 


It brushed aside, as untenable, the argu- 
ment that nonvoting stock must be abso- 
lutely without a right to vote at any meeting 
of stockholders, or that if a stock has any 
limited right of voting, it cannot be “non- 
voting” stock within the meaning of the 1926 
or 1928 act. 


The circuit court further held: 


“It is not reasonable to suppose that Con- 
gress intended that the right of preferred 
stockholders to vote on a single question, 
such as the place of its principal office, or 
an increase of capital stock, but having no 
other voting rights, should constitute such 
stock voting stock within the meaning of the 
sections of the 1926 and 1928 acts above re- 
ferred to, and prevent the Commissioner 
from requiring a corporation to file a con- 
solidated return or the corporation from 
claiming affiliation with a parent company, 
other conditions existing to constitute affil- 


had been made on common stock, should be 
treated as stock which is limited and pre 
ferred as to dividends, for purposes of deter- 
mining affiliation, compare Pioneer Parachute 
Company v. Commissioner, 47-2 ustc { 5911, 162 
F. (2d) 249 (CCA-2), and U. 8. v. Liberty Bak- 
ing Corporation, 38-2 ustc { 9531, 25 F. Supp. 
203 (DC N. Y.). 
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iation. To so hold would amount to reductio 
ad absurdum.... 


“Prior consistent construction of the stat- 
utes of 1918 and 1921 by the Commissioner, 
the Board, and the courts, and the Regu- 
lations of the Department, and the legislation 
of Congress in 1926 in view of the Depart- 
ment’s construction of the meaning of ‘vot- 
ing stock’ in the prior acts, lead us to con- 
clude that by ‘nonvoting stock’ Congress, in 
the acts of 1926 and 1928, had in mind stock 
which had no vote in the election of directors 
and therefore had no control over the .business 
management of the corporation, which is in- 
trusted to the board of directors under the 
charter and by-laws of this corporation.” 
(Italics supplied.) : 


The affiliation provisions of the Revenue 
Act of 1932 and of Regulations 78 were 
prototypes of Section 142 (c) of the 1928 
act and of Regulations 75. While the Rev- 
enue Act of 1934 restricted the right to file 
consolidated returns to certain railroad cor- 
porations, the stock ownership requirements 
of the 1928 and 1932 acts remained without 
change.” The Revenue Act of 1936, and 
Regulations 97 promulgated thereunder, as 
well as the Revenue Act of 1938, and Regu- 
lations 102 promulgated thereunder, contin- 
ued the stock ownership requirements with 
respect to consolidated returns of certain 
railroad corporations, although the term 
“railroad” was broadened in each of the 
statutes. 


Section 141 (b) of the Internal Revenue 
Code, applicable to taxable years beginning 
after December 31, 1938, continued to grant 
the privilege of filing consolidated income 
tax returns to affiliated railroad corpora- 
tions. The statute retained the stock own- 
ership test. Under the Revenue Act of 1939, 
the statute was amended, applicable to tax- 
able years beginning after December 31, 
1939, so as to also permit Pan-American 
trade corporations to be deemed an affiliated 
group provided the parent domestic corpo- 
tation owned directly 100 per cent of the 
“capital stock” of the Pan-American trade 
subsidiary or subsidiaries. Regulations 104 
were promulgated under those latter statutes. 


The Second Revenue Act of 1940 enacted 
the excess profits tax and added Section 730 
to the Internal Revenue Code so as to permit 
corporations which constituted an affliated 
group to file consolidated excess profits tax 


1 See Regulations 89. 

“TI. T. 3896, 1948-1 CB 72. 

* The Excess® Profits Tax Act of 1950 has 
made certain changes in the definition of an 
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returns. However, this privilege to file con- 
solidated excess profits tax returns (as dis- 
tinguished from consolidated income tax 
returns) was not limited to railroad or Pan- 
American trade corporations. Subsection (d) 
thereof required stock ownership of at least 
95 per cent of each class of stock, continuing, 
however, the exclusion of nonvoting stock 
limited and preferred as to dividends from 
the term “stock.” Thus, for consolidated re- 
turn excess profits tax purposes, affiliation 
depended on ownership of the requisite per- 
centage of each class of stock (excluding the 
aforementioned class of nonvoting stock lim- 
ited and preferred as to dividends) instead 
of at least 95 per cent of all classes of voting 
stock taken as a whole.” Section 30.730-3 
of Excess Profits Tax Regulations 109 and 
Consolidated Excess Profits Tax Regulations 
110 referred to an affiliated group as one 
defined in the statute. 


Section 730 of the Internal Revenue Code 
was made inapplicable to years beginning 
after December 31, 1941, by the Revenue 
Act of 1942. The 1942 act also amended 
Section 141 of the Code so as to allow an 
affiliated group, as defined by statute, to file 
consolidated returns for income as well as 
for excess profits tax purposes. Under this 
change, the requirement for ownership of 
95 per cent of each class of stock was aban- 
doned by Congress; instead, affiliation was 
based on the ownership of stock which pos- 
sessed at least 95 per cent of the “voting 
power of all classes of stock” and on the 
ownership of at least 95 per cent of each 
class of nonvoting stock, excluding nonvot- 
ing stock which was limited and preferred as to 
dividends from the term “stock.” Consolidated 
Income Tax Regulations 104 was amended to 
conform to the statutory amendments. 


The definition in the 1942 act of an “affil- 
iated group” has been retained in Section 
141 as amended by the Excess Profits Tax 
Act of 1950.% Thus, with the exception of 
the Revenue Act of 1924, the amendments 
made to the Code by the 1942 act, and Sec- 
tion 141 of the Code as amended by the 
Excess Profits Tax Act of 1950, none of the 
statutory affiliation provisions defined the 
term “stock” as “voting stock.” However, 
all of the statutes since the Revenue Act of 
1926 provided that nonvoting stock which is 
limited and preferred as to dividends shall 
be deemed excluded from the term “stock” 
as used in the statutes. 


‘“‘includible corporation’’ and certain other 
changes not relevant to the problems under 
discussion. 
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Criterion for Classification 
of Voting Stock 


Obviously, a class of stock could not be 
both voting stock and nonvoting stock at the 
same time, within the meaning of the pres- 
ent statute or previous statutes. The one is 
the opposite of the other. The fact that a 
class of stock is in some respects voting 
stock and in other respects nonvoting stock 
does not place it in the category of “voting 
stock” merely because it could be voted in 
the determination of a limited number of 

. matters. Such matters are minor when com- 
pared to the right to participate in the man- 
agement of the corporation and its affairs 
through the election of one or more directors. 
That class of stock may not be placed in the 
same category as a class of stock which has 
unrestricted voting power over the election 
of directors, and therefore is undeniably in 
control of the corporation. 


The limited right of a class of stock to 
pass upon designated matters is not suffi- 
cient to give that class of stock any real 
participation in the management of the cor- 
poration. Real participation in the manage- 
ment stems from the right to elect one or 
more directors. In the absence of the right 
to elect directors, such stock represents non- 
voting stock. Thus, even though the holders 
of a class of stock could vote on, or had to 
approve, an increase or decrease in the cap- 
ital stock, the number of directors, time of 
election, place of principal office, investment 
of surplus, price, rent, or other lists or sched- 
ules and changes thereto, mergers and other 
like things, if they have no part in the man- 
agement of the corporation and its affairs 
through the selection of directors, then that 
stock does not constitute “voting stock” 
within the meaning of the statute. Control 
of management through the election of di- 
rectors, as distinguished from the restricted 
right to vote upon certain limited matters, 
is the criterion for classifying “voting stock” 
under Code Section 141 (d). ’ 


It should also be noted that many states 
grant mandatory voting powers to all classes 
of stock, including various classes of pre- 
ferred stock, with respect to certain matters 
—the power to vote upon or approve a 
merger, consolidation, or certain changes in 
capital structure. To hold that such a class 
of stock which has no power to vote for 
directors constitutes “voting stock” within 
the meaning of Section 141 (d) would make 
the statutory provisions ineffective in in- 


14 See footnote 12. 
15 See footnote 9. 
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numerable instances. A corporation cannot 
be, under such a fallacious construction, a 
member of an affiliated group if it has an 
outstanding class of preferred stock which 
is owned by excludible parties, even though 
that class of stock is limited and preferred 
as to dividends and is also nonvoting except 
with respect to the limited matters. 


Also, Congress provided in Section 141 
(d) of the Internal Revenue Code, as amended, 
by the Revenue Act of 1942, and also as re- 
cently embodied in Section 141 (d) by the 
Excess Profits Tax Act of 1950, that owner- 
ship of at least 95 per cent of the “voting 
power of all classes of stock” was a requi- 
site for affiliation purposes. It did not re- 
quire the ownership of at least 95 per cent 
of the voting power of each class of stock." 
Thus, under the current statute, what yard- 
stick could or would be used for determining 
the voting rights which aggregate 100 per 
cent of all classes of stock, in a case where 
the “voting powers” of a particular class of 
stock (that is, preferred) is limited to the 
right to vote upon, or approve, certain des- 
ignated matters (without the right to par- 
ticipate in the election of directors), while 
another class of stock (i. e., common) has 
unlimited voting rights (including the right 
to elect directors)? The unlimited voting 
rights carry over to all matters which would 
be too innumerable to mention. Under such 
circumstances, there is absolutely no stand- 
ard for determining total voting power of 
all classes of stock as distinguished from 
total voting power of each class of stock. 
Nor can the voting power of either class 
be measured from an over-all basis. There 
is no basis for determining the percent- 
age of total voting power of all classes 
of stock which each class of stock has with 
respect to all matters. The provisions would 
be incapable of application unless a definite 
yardstick is available. That yardstick is the 
right to elect directors. Any other conclu- 
sion would amount to reductio ad absurdum.* 


As recently as 1948 the Commissioner of 
Internal Revenue reiterated his earlier con- 
struction of nonvoting stock. In construing 
the affiliation provisions of Section 141 (d) 
of the Internal Revenue Code, as amended 
by the Revenue Act of 1942, the Commis- 
sioner ruled that it is well established that 
“if preferred stock carried with it the right 
to vote only with respect to matters pertain- 
ing to the rights of preferred stockholders 

. , such stock is nonvoting stock for the 
purposes of Section 141 (d) of the Code.”” 


16 See footnote 12. 2 
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For the purpose of determining voting power, 
the Commissioner also emphatically ruled 
that “participation in the management of the 
subsidiary corporation through election of the 
board of directors is considered the criterion 
of voting power ... .”™ ({talics supplied.) 


The sound conclusion may therefore be 
reached that a class of stock which has the 
limited right to vote on or approve certain 
matters, but which does not have the exist- 
ing power to participate in the election of 
one or more directors, does not constitute 
“voting stock” or “voting power” within the 
meaning of the present statute, for affilia- 
tion purposes. 


Conditional Right to Elect Directors 


It is well established that if full voting 
rights are conditioned upon the happening 
of some event which has not occurred, then 
such stock is nonvoting stock for the pur- 
poses of Code Section 141 (d).* Until the 
default has occurred the holders of such 
stock do not have any real participation in 
the management of the corporation. 








Voting Power 


For the purpose of calculating the voting 
power of the parent company over the sub- 
sidiary, it is not necessary, as hereinbefore 
mentioned, for the parent to own 95 per cent 
of each class of voting stock of the subsid- 
iary in order for the latter to be a member 
of the affiliated group. It is sufficient if the 
parent owns 95 per cent of the voting power 
of all classes of voting stock taken together.” 


Parent Company’s Standing 


Where the parent directly owns all of the 
outstanding common stock of the subsid- 
iary, in which is vested the sole right to elect 
directors until the happening of some event 
which will give the holders of another class 
of stock the right to elect one or more direc- 
tors, and such default is nonexistent, it is 
axiomatic that the parent company directly 
owns “stock possessing at least 95 per centum 
of the voting power of all classes of stock” 
under the present statute. Thus, in the afore- 
mentioned example under consideration, the 
parent has met all of the requirements of 
Section 141 (d), as amended. [The End] 










DEPRECIATION OF CAPITAL GOODS IN THE COAL MINES— 


Within a year or two, our country will be 
faced with a 75 per cent or better tax rate. 
A more realistic depreciation policy for the 
mining industry is of the utmost importance. 
A corporation will thereby be enabled to 
mechanize to the fullest extent to produce 
more for less. 


Our national leaders are attempting to 
regulate our economy so that we can produce 
for defense, on a pay-as-you-go basis, and 
at the: same time prevent inflation. 


We are not adverse to price, wage and 
material controls and to higher taxes if 
such a road must be travelled. However, 
we do feel that a more realistic and con- 
structive depreciation policy, such as the 
one now in effect in Canada, will make 
that road easier to travel. 


See footnote 12, at p. 75. 
8 Pioneer Parachute Company v. Commis- 
sioner (footnote 10); Vermont Hydro-Electric 
Corporation, CCH Dec. 8403, 29 BTA 1006 
(1934), acq. XIII-1 CB 16; footnote 12; Hrie 
Lighting Company v. Commissioner. (footnote 
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Continued from page 678 


It is the responsibility of each individual 
to single out his Congressman, even though 
he be of the opposite party, and explain 
that complete mechanization in the coal 
mining industry can be accomplished by a 
more realistic depreciation policy. 


The aid of labor can be enlisted. Labor 
will sponsor a proposition that makes for a 
stronger industry. 


Finally, the proposition can be presented 
to the Congressional committee responsible 
for initiating tax legislation. At this point, 
the ideas will be screened by the govern- 
ment’s economists, and if the economists 
can be made to see the end result, the 
proposition will succeed. [The End] 


9); Rudolph Wurlitzer Company et al. (foot- 
note 2). 

19See footnote 12; Code Sec. 141 (d), eas 
amended by the Revenue Act of 1942, and as 
embodied in the same subsection of Section 141 
by the Excess Profits Tax Act of 1950. 
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| TAX-WISE—Continued from page 628 


The central idea of the tax reduction 
bond plan is to impose a powerful indirect 
economic control over consumer spending 
by combining a personal income tax in- 
crease with savings-bond purchases in a 
way that is economically sound, psycho- 
logically appealing and administratively 
simple. It is believed that the people will 
accept curbs on present spending, without 
diminishing productive effort, if provided 
with an interest-bearing claim on future 
production, exercisable at a time when 
spending will serve the public interest. Any 
desired amount of consumer income may be 
immobilized, until such time as its release 
will contribute to economic stability. 


The plan is not a panacea for price in- 
flation. It is merely one element in an 
economic program for the defense period. 
Its consumption-limiting effects could readily 
be offset by failure to achieve necessary 
governmental economies, or by lax credit, 
taxation or debt-management policies. In- 
flation must be fought on many fronts and 
with a variety of weapons. The use of this 
weapon does not tie our hands in any way, 
or inhibit the use of other measures, as 
future events unfold. 


Finally, the proposal embodies elements 
of economic philosophy, fiscal policy and 
administrative procedure with which the 
American people are well acquainted. It 
requires no radical change in our way of 
thinking. Adoption of the tax reduction 
bond plan would put the country once more 
on the right track in dealing with the im- 
pending problem of inflation. It would 
represent a step away from the present 
dubious course of major reliance upon di- 
rect price and wage regulation. It would 
set our feet on the path of responsible fiscal 
and monetary policy. This is the only 
route by which the nation may hope to pass 
through the vears ahead with a minimum of 
damage to a free economy. 


One Day Too Many 


An invention of Julius Caesar’s (who died 
in 44 B. C.) is, in the vear 1952 A. D., to 
cost the American taxpayer multum denarii. 
Caesar was trying to do the world a favor 
when he junked all the calendars in exist- 
ence at that time and, by law, imposed his 
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Julian calendar, with that extra day every 
fourth year, upon the world. 


Next year, 1952, is leap year, and in one 
instance this one day will cost the American 
taxpayer $67,000, and in another, $23,000, 
and there is no telling in how many other 
cases this may be repeated. 


At hearings before the subcommittee of 
the Committee on Appropriations of the 
United States Senate, Eighty-second Con- 
gress, Mr. Coy of the FCC was defending 
his department’s 1952 budget. Mr. Coy 
told the committee that he computed the 
figure for “a man-year” on a 40-hour-a-week 
basis, 52 weeks a year, and he said, “I 
might add that in the 1952 budget we have 
one extra day’s pay ... due to the fact 
that it is leap year.” 


Senator Ellender said, “I want to point 
out that in the Justice Department, this is 
going to cost the government [you tax- 
payers] $67,000 just for one day.” 

Mr. Coy estimated that the cost in the 
FCC will be $23,000. 


Then someone asked, “Why don’t you 
pay monthly?” to which Mr. Coy replied, 
“We do not prescribe the way in which 
these people are paid.” Congress does that, 
and he cannot help it, because Julius Caesar 
put an extra day in the calendar year 1,997 
years ago. ‘ 


Man’s earliest calendars (earliest man 
kept some record of the passage of time) 
were based upon either the movement of 
the moon, or the movement of the stars, or 
the movement of the sun. None of these 
methods gave the same result. Julius 
Caesar formed a time-study group with 
some eminent Greek astrologers, and this 
group created a calendar based upon the 
movement of the sun. They measured the 
number of days the sun requires to make a 
complete circuit of the heavens—365 days 
and six hours. The six hours, each year for 
four years, meant an extra day, which 
Caesar added to February. Later investi- 
gation turned up the fact that Caesar made 
a slight mistake of 11 minutes and 14 sec- 
onds. That is, Caesar’s year is too long by 
11 minutes and 14 seconds. So this means 
that once every 128 years we have one day 
too many. Now, Mr. Senator, the question 
to ask is—do these employees know that 
once in 128 years they will have to turn 
back a day’s pay? 
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Detroit Edison Company v. Commissioner 


Depreciation in the Absence of Cost 


Tax Classics e e by Robert S. Holzman 


T WAS a British prime minister who 
discovered that “all men have their 
price. .’1 Things, therefore, should be 
less subject to corruption.” If they are 
without price, may cost be recognized 
via depreciation? 

A utility company received many appli- 
cations for service which seemingly required 
an investment in the extension of facilities 
greater than prospective revenue from this 


construction would warrant. These appli-— 


cants were told that if they paid the esti- 
mated cost of the necessary extension, it 
would be undertaken.* The company con- 
structed the facilities, which became part of 
its property, and added the full cost to its 
appropriate _property accounts without de- 
duction for the customer payments. De- 
preciation was claimed on this base. ‘What’s 
the matter,” asked the corporation jocularly 
as the Commissioner hovered about sus- 
piciously, “don’t you ‘Honor the Light 
Brigade’?”* “TI can quote, too,” the Com- 
missioner replied: “‘O the wild charge 
they made!’® How can you utility boys 
charge off depreciation on cost-less assets?” 
“They were given to us by our customers,” 
the corporation answered, ‘and as is the 
case with all gifts, they take the don- 
or’s basis.” 

On May 3, 1943, Mr. Justice Jackson de- 
livered the opinion of the Supreme Court: ° 


“It will be seen that the rule applicable 
to most business property of a cost basis 
properly adjusted leaves many problems of 
depreciation accounting to be answered by 


Adjunct Professor, New York University Graduate School of Business Administration 





sound and fair tax administration. The end 
and purpose of it all is to. approximate and 
reflect the financial consequences to the tax- 
payer of the subtle effects of time and use 
on the value of his capital assets. For this 
purpose it is sound accounting practice an- 
nually to accrue as to each classification of 
depreciable property an amount which at 
the time it is retired will with its salvage 
value replace the original investment therein. 
Or .as a layman might put it, the machine 
in its life time must pay for itself before 
it can be said to pay anything to its 
owner. 


“But we think the statutory provision 
that the ‘basis of property shall be the cost 
of such property’ normally means, and that 
in this case the Commissioner was justified 
in applying it to mean, cost to the taxpayer. 
A property may have a cost history quite 
different from its cost to the taxpayer. It 
may have been purchased for less or more 
than original cost, or built by contract which 
called for payments on which the builder 
profited greatly or suffered heavy loss. But 
generally and in this case the Commissioner 
was in no error in ruling that the taxpayer’s 
outlay is the measure of his recoupment 
through depreciation accruals. 


“If this were otherwise in doubt it would 
be made clear by the provisions for ‘proper 
adjustment’ of cost for receipts properly 
chargeable to capital account found in 
§113(b)(1)(A). The customer payments 
so far as in question found their way into 
the Company’s capital accounts by way of 





‘ William Coxe, Memoirs of the Life and Ad- 
ministration of Sir Robert Walpole (London, 
T. Cadwell, Jun., and W. Davies, 1798), Vol. I, 
Pp. 757. 

*Yet things may be affected—‘‘lay up for 
yourselves treasures in heaven, where neither 


no nor rust doth corrupt... .’’ Matthew 
:20. 


Tax Classics 





8’ For an account of how one rugged individual 
coped with his situation, see Rixford Knight, 
‘‘Idyl of the P. S. Corp,’’ The Atlantic Monthly, 
October, 1950, p. 95. 

4 Alfred Tennyson, The Poetical Works (Bos- 
ton, Ticknor and Fields, 1866), Vol. II, p. 178. 

5 See footnote 4. 

6 Detroit Edison Company v. Commissioner, 
43-1 ustc J 9418, 319 U. S. 98. 


687 


an addition to surplus. Their interdepend- 
ency with the increases in property accounts 
caused by the construction they induced 
justified the Commissioner in relating the 
one to the other for the purpose of adjust- 
ing the basis for depreciation. 


“The Company, however, seeks to avoid 
this result by the contention that what it 
has obtained are gifts to it or contributions 
to its capital of the property paid for by 
the customer, and that therefore by the pro- 
visions of § 113(a)(2) and (8)(B) it takes 
the basis of the donor or transferor. It is 
enough to say that it overtaxes imagination 
to regard the farmers and other customers 
who furnished these funds as makers either 
of donations or contributions to the Com- 
pany. The transaction neither in form nor 
in substance bore such a semblance. 


“The payments were to the customer the 
price of the service. The receipts have 
gone, so far as here involved, to add to the 
Company’s surplus. They have not been 
taxed as income But it does not 
follow that the Company must be permitted 
to recoup through untaxed depreciation ac- 
cruals on investment it has refused to make. 
The Commissioner was warranted in ad- 
justing the depreciation base to represent 
the taxpayer’s net investment.” 


“Actually title is neither a suf- 
ficient nor a necessary condition for obtain- 
ing an allowance [for depreciation]. 
A leading case in resolving this issue is 
Detroit Edison Co. v. Commissioner.”" “The 
Court rested its decision on what it found 
to be the obvious intention of the parties, 
that the amounts paid by the prospective 
customers to the utility taxpayer were never 
intended to be gifts or contributions to its 
capital pi 


“The cost basis is fixed by statute 
This means cost to the petitioner, which 
may be entirely different from the ‘cost his- 
tory’ of the property bought. Detroit Edison 


Co. v. Com’r .’* To recover through 
depreciation, there must be something to 
recover. As Mr. Justice Douglas declared: 
“Congress has provided for deduction of an- 
nual amounts of depreciation which, along 
with salvage value, will replace the original 
investment of the property at the time of 


* Emanuel L. Gordon, ‘‘Who May Take Allow- 
able Depreciation,’’ Proceedings of the New 
York University Seventh Annual Institute on 
Federal Taxation (1948) (Albany, Matthew 
Bender & Company, Inc., 1949), p. 90. 

8’ Paul D. Seghers, ‘‘Depreciation Allowances 
on Contributed Property,’’ TAxEs—The Tax 
Magazine, August, 1949, p. 741. 


688 


its retirement. United States v. Ludey, 
supra; Detroit Edison Co. v. Commis- 
sioner aes 


A MATES COMPANY received depos- 
its for making connections to its facili- 
ties, representative of its costs. The deposits 
were returnable when regular service was 
begun, but in no case after ten years. “In 
our estimation, the present situation can not 
in any respect be adequately removed from 
the scope of the Detroit Edison principle. 
The sums in question, whatever the condition 
of their repayment, were delivered to 

[the corporation] and used by it to con- 
struct the capital assets in question. To 
that extent they diminished the investment 
which [the corporation], out of its 


- Own capital, incorporated in the improve- 


ments—in other words, its own cost under the 
rule of Detroit Edison Co. v. Commissioner.” ™ 


The doctrine applies where assets have 
no cost. An individual who inherited an 
interest in an income-producing building 
erected prior to the decedent’s death could 
take depreciation based on value at the de- 
cedent’s death, even though the building 
had cost the decedent nothing, for the lessee 
was obliged to yield the property at the 
end of the lease. “The function of the 
owner’s investment, which in such cases is 
otherwise absent and which the deprecia- 
tion deductions are hence not required to 
replace, cf. Detroit Edison Co. -v. Commis- 
sioner ..., 1S, in the case of inherited prop- 
erty, performed by the intervention of the 
estate tax upon the improvements trans- 
mitted from decedent to devisee. The basis 
of inherited property is accordingly not 
cost, as it was in the Detroit Edison and 

[related] cases, and to say that a 
property cost the taxpayer nothing makes 
no contribution to the solution of the pres- 
ent question. As opposed to cost, the basis 
of property acquired by devise.is categori- 
cally fixed by statute as fair market value 
on the date of acquisition.” * Under a three- 
cornered agreement, a corporation acquired 
certain property, agreeing to pay a specified 
sum to a subsidiary and to make certain 
leases. Depreciation was allowed. “ ‘Cost,’ 
as used in this section, normally means cost 
to the taxpayer. Detroit Edison Co. v. Com’r 


® Reis v. Commissioner, 44-1 ustc {| 9347, 142 
F. (2d) 900 (CCA-6). 

See ‘‘Tax Classics,’’ 1949—I, Taxes—The 
Tax Magazine, January, 1949. 

11 Virginian Hotel Corporation of Lynchburg 
v. Helvering, 43-1 ustc { 9469, 319 U. S. 523. 

13 Blizabethtown Water Company, Consoli- 
dated, CCH Dec. 15;289, 7 TC 406 (1946). 

138 Currier, CCH Dec. 15,421, 7 TC 980 (1946). 


August, 1951 e TAX ES—The Tax Magazine 





burg 
23. 

msoli- 
1946). 


azine 


It appears to be the Government’s 
position that... [the parent] obtained all 
the properties from . .. [the subsidiary] 
for nothing. The reasoning by which the 
Government arrives at this position is not 
clear. Perhaps it considers ... [the par- 
ent’s] obligation to pay ... [the subsidiary] 

. aS a meaningless obligation to pay it- 
self . . . . However, ... [the subsidiary] 
and... [parent] cannot be treated as one.... 
The tax consequences of the transaction 
must be determined without regard to .*.. 
[the parent’s] ownership of . . . [the sub- 
sidiary].” ** 


Where a taxpayer received redemption 
payments against bonds she had embezzled, 
there waS taxable income despite the “no 
cost” aspect. “It is petitioner’s contention 
that the sums received by ... [her] on this 
account ‘merely reduced to that extent the 
original cost basis of her bonds, and did 
not constitute income’. Under our view of 
the facts . .. [she] is not entitled to any 
cost basis and therefore any sums received 
by her under claim of right on account 
of these bonds constituted income to her. 


See Detroit Edison Co. v. Commissioner: 


99:15 


A chamber of commerce, through popular 
subscription, raised money that was turned 
over to a manufacturer as inducement to 
bring a new plant to the city. No depre- 
ciation could be taken on the building that 
was erected. “That the $25,000 in question 
was not an investment of the taxpayer in 
the factory building but was a contribution 
of the Chamber of Commerce for the public 
interest which it represented is clear from 
the record.” * But depreciation was allowed 
where citizens, to increase local prosperity, 
subscribed to a plant and gave it to a cor- 
poration. “In the Detroit Edison case, the 
taxpayer charged consumers for the cost of 
extending electric current distribution facili- 
ties and claimed as a base for computing 
its depreciation the full cost of the installa- 
tions .... We think that what is significant 
is that the Detroit Edison Co. was in the 
business of selling electric power to the 
very persons whose payments it sought to 
depreciate, and that it was Detroit Edison’s 
policy to deliver power to outlying areas 
only if the consumer bore the cost of 


“Oxford Paper Company v. U. S., 49-2 ustc 
{ 9402, 86 F. Supp. 366 (DC N. Y.). 
wa CCH Dec. 15,043(M), 5 TCM 141 
6). 
°C. L. Downey Company v. Commissioner, 
49-1 ustc J 9187, 172 F. (2d) 812 (CA-8). 
"% Commissioner v. McKay Products Corpora- 


tion, 50-1 ustc 9115, 178 F. (2d) 639 (CA-3, 
1949). 
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the line extension. The matter is really 
summed up in the Court’s statement that 
payments were part of the price of the 
service .... We agree that consideration 
was present [here]. But we do not... 
think that the presence of consideration 
precludes the treatment of the conveyance 
as a gift to the taxpayer.” “ 


CORPORATION received sums from 
various communities in return for agree- 
ments to operate plants in these places. 
Depreciation (and equity invested capital) 
was recognized on the equipment thus pro- 
vided, Mr. Justice Clark differentiating the 
Detroit Edison case as* follows: “Since in 
this case there are neither customers nor 
payments for services, we may infer a dif- 
ferent purpose in the transactions between 
. . . [the corporation] and the community 
groups. The contributions to... [the cor- 
poration] were provided by citizens of the 
respective communities who neither sought 
nor could have anticipated any direct serv- 
ice or recompense whatever, their only ex- 
pectation being that such contributions 
might prove advantageous to the community 
at large. Under these circumstances the 
transfers manifested a definite purpose to en- 
large the working capital of the company.” * 
One may not take depreciation where 
another paid the cost. A slag company con- 
tributed 50 per cent of the construction cost 
of a concrete mixing plant erected by the 
taxpayer, and it was held that the latter’s 
depreciable interest was limited to the ex- 
tent of its own investment.” A corporation 


agreed to build a plant, the Navy Depart- 


ment reimbursing the cost over a 60-month 
period, after which the Navy was to acquire 
title. The corporation reported the reim- 
bursements as income but claimed depre- 
ciation. “The courts have generally held 
that a taxpayer is not allowed the deduc- 
tion unless the taxpayer has borne 
the burden of the loss from the depreciation 
for which the allowance is claimed. Detroit 
Edison Co. v. Commissioner . ... To say 
that the taxpayer should be entitled to 
write off the costs of the plant against its 
gross income because it initially laid out 
the funds to build is not consistent with 
the fundamental purpose of any deduction 
for depreciation... .”” 


18 Brown Shoe Company, Inc. v. Commissioner, 
50-1 ustc {| 5958, 339 U. S. 583. 

12 Commissioner v. Arundel-Brooks Concrete 
Corporation, 46-1 ustc { 9105, 152 F. (2d) 225 
(CCA-4, 1945). 

2 U. §. v. Milnor Corporation, 49-2 ustc {| 9438, 
85 F. Supp. 931 (DC Pa.). 





A lessee making improvements that would 
revert to the lessor could not take depre- 
ciation. “We think this is an instance where 
the cost which is the basis of the depre- 
ciation is the cost of the taxpayer. See, 
Detroit Edison Co. v. Commissioner .... Only 
a taxpayer who has a depreciable interest 
in property may take the deduction, and 
that interest must be in existence in the 
taxable period to enable him to show a 
then actual dimunition in its value.” * The 
lessor of land contributed funds to the 
lessee, who erected a building there. De- 
preciation was allowed to the lessee, who 
“paid” for the advance via rent. “Since 
. . . [the lessee] was the complete owner 
of the building by reason of the fact that 
it bore the entire cost of its construction, 
it was entitled to the statutory deduction .... 
Thus the requirement in the Detroit Edison 
case that the taxpayer must have borne 
the cost of the construction of the property 
for which it claims deduction . . . exist[s] 
in the instant case.” ™ 


N INDFVIDUAL repossessed real estate 

from a defaulting lessee who had con- 
structed and paid for a building on it. “Since 
the building here involved cost the... 
[individual] nothing, we think that the 
Detroit Edison Co. case is dispositive of the 

. issue, and, applying the principle there- 
in established and applied in the other cited 
cases, we conclude that the basis of the 
land and building is to be computed without 
including therein the fair market value of 
the building when acquired by the 
[individual].” * 

In a tax-free reorganization, N corpora- 
tion took over all the assets and liabilities 
of O corporation except a lease to property 
to which O had made improvements. O 


transferred the lease to a third party which 
rented the property to N, but N could not 
deduct O’s depreciation. “To hold that the 
taxpayer was entitled to deduct depreciation 
on the basis of the old company would be 
beyond all reason .. . . Detroit Edison Co. v. 
Commissioner .... But the taxpayer argued 
that it acquired the cost basis of the old 
company because it was the transferee of 
the latter in a tax-free reorganization. . 

It is perfectly clear that the taxpayer never 
succeeded to the term of the old company 
for the reason, among others, that all rights 
in the existing lease were reserved to the 
old company at the time of the transfer.” * 


A man and his wife sold a syndicate 25 
per cent of their interest in certain property, 
agreeing that the syndicate would become 
vested in the same proportion in any similar 
interest they acquired. Subsequently they 
bought similar property, 25 per cent of 
which they deducted as expenses or costs. 
Vainly did they invoke Detroit Edison. “It 
may be that the Detroit Edison Co. case 
touches upon the principle here involved 
but in a way favoring the . . . [Commis- 
sioner]. . . . [The husband] and his wife 
were not . .. obligated to buy any addi- 
tional interests. [He] and his wife 
must, therefore, have valued their particular 
benefits to the full extent of the price paid 
for the undivided interests, otherwise they 
would not have purchased them. The cost, 
therefore remain [sic] we think, as 
an unrecovered cost for future sales.” * 


In the ideal state, one may “come, buy 

. without money and without price,” ” 
and not the least of the delights of that 
day would be the fact that under the Detroit 
Edison rationale, there could be no depre- 
ciation in the absence of cost. 








21 Reisinger v. Commissioner, 44-2 ustc J 9443, 
144 F. (2d) 475 (CCA-2). 

2 Commissioner v. Revere Land Company, 
48-1 ustc { 9313, 169 F. (2d) 469 (CCA-3). 

23 Johnson, CCH Dec. 15,301, 7 TC 465 (1946). 
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DEDUCTIBILITY OF FLORIDA CIGARETTE AND 
ALCOHOLIC BEVERAGE TAXES 


The Commissioner has ruled (I. T. 4052) that because of a change in the 
Florida law, the Florida cigarette tax is deductible by the consumer for federal 
income tax purposes after November 1, 1949. 


However, because of a difference in the burden of the tax, the tax on malt 
and other alcoholic beverages was held not so deductible. 


2% Bonwit Teller, Inc. v. Commissioner, 43-2 
ustc J 9524, 136 F. (2d) 978 (CCA-2). 

% Horsting, CCH Dec. 15,206(M), 5 TCM 421 
(1946). 

26 Tsaiah 55:1. 
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Books ... 


The ‘Effects of’ Series 


Effects of Taxation on Corporate Mergers. 
J. Keith Butters, John Lintner and William 
L. Cary. Harvard Business School, Soldiers 
Field, Boston 63, Massachusetts. 1951. 364 
pages. $4.25. 


Effects of Taxation on Executive Compen- 
sation and Retirement Plans. Challis A. Hall, 
Jr. Harvard Business School, Soldiers 
Field, Boston 63, Massachusetts. 1951. 365 
pages. $4.25. 


Effects of Taxation on Executives. Thomas 
H. Sanders. Harvard Business School, 


Soldiers Field, Boston 63, Massachusetts. . 


1951. 229 pages. $3.25. 


These books are the second, third and 
fourth, respectively, in a series resulting 
from the research program conducted 
through the Harvard Graduate School of 
Business Administration, financed by a 
grant from the Merrill Foundation for Ad- 
vancement of Financial Knowledge. 


Effects of Taxation on Corporate Mergers 
deals with a provocative subject. In fact, 
few subjects in the area of public policy 
have been the source of more heated debate 
than the business merger and its effect 
on the degree of industrial concentration in 
the American economy. In addition to 
the question of industrial concentration, the 
effects of taxes on the sale of profitable, 
closely held companies are important in 
their own right. Growing small and 
medium-size companies, most of which are 
closely held, play a very important role 
in our economy. The continued formation, 
growth, and continuity of existence of small, 
independent enterprises is generally recog- 
nized to be essential to the maintenance 
of a healthy industrial competitive structure 
—some would even say to the continued 
preservation of political stability and per- 
sonal freedom. 


The objective of this study is to provide 
an appraisal of the effects of federal taxa- 
tion on merger activity and on the continued 
existence of our independently owned small 
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and medium-sized companies as competitive 
entities. 

The authors’ findings, viewed in the 
broadest possible perspective, are: 


1. Taxes have been a highly significant 
motivation in the scale of a considerable 
number of closely held companies, but the 
role of taxes in this respect has been much 
more limited in scope than has frequently 
been claimed. Furthermore, one of the 
most important tax motivations for the sale 
of closely held companies during the 1940’s, 
because of a relief provision enacted in 
1950, will be considerably more restricted 
in its future effects. 


2. The impact of the recent merger 
movement on the competitive structure of 
the economy has also been considerably 
more restricted than has been generally 
presumed. It is not at all clear that on 
balance the mergers which have occurred 
since 1940 have weakened the over-all com- 
petitive structure of the economy to any 
serious degree, though they clearly have 
reduced to some extent the number of inde- 
pendent “centers of initiative” in the economy. 


ROFESSOR Hall has first undertaken to 

examine executive compensation to deter- 
mine and explain relative growth and im- 
portance to corporations and executives. 


Corporate compensation and retirement 
plans may be extremely complicated, and 
there are many possible combinations of 
the various relevant terms and conditions. 
Hall’s book deals with a complex and 
diversified set of facts. For those not 
familiar with the subject, the number of 
significant distinctions to be drawn will 
come as a surprise—perhaps an unpleasant 
one. Much of the detail in this book, as in 
others of this series, is only for specialists 
in the area. But an awareness of the variety 
of arrangements. which are available, and of 
the significance of seemingly trivial condi- 
tions, is important for executives who may 
be responsible for establishing or modifying 
compensation and retirement plans. It is 
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equally important for outside observers who 
may be inclined to make sweeping and 
indiscriminate generalizations about pay- 
ments to executives. 


ROFESSOR Sanders finds that executives 

are currently working as hard as ever, but 
this finding by no means answers the ques- 
tion as to the alternate effects of executives’ 
reactions to taxes on the total economy. 


Two classes of executives are considered: 
first, those who are professional employees 
of the larger corporations, whose compen- 
sation is predominantly in the form of sal- 
ary and who, for the most part, are 
supervised by superior officers; and, sec- 
ond, those executives who are owner- 
managers and whose positions or stock 
ownership place them beyond the threat of 
being disciplined by a superior officer. The 
few observed cases in which executives did 
relax because of taxes fell into this group. 
However, here also, in general, taxes do 
not interfere with turning in a good job. 


The author found a disposition among 
scores who discussed the subject of retire- 
ment to believe that on balance more men 
work longer, rather than less long, because 
of taxation. The all-pervasive influence of 
taxes is generally regarded as a fact, though 
other motivations frequently mingle with 
them, to augment or soften their effects. 


Individual chapters are concerned with 
direct compensation, stock options and pur- 
chase plans, expense allowances, and execu- 
tive retirement and pension plans. The 
influence of high tax levels upon executive 
compensation is inseparable, the author 
believes, from the influence of the rise in 
price levels, with which it has largely been 
concomitant. 


Florida Conference 


Proceedings of Sixth Annual International 


Conference on Taxation. Edited by Dan 
Steinhoff, Jr. University of Miami, Coral 


Gables, Florida. 1951. $2.50. 


The lectures have been mimeographed 
on 8%” x 11” pages, and are bound in a 
lightweight notebook cover. They were 
produced directly from the recordings made 
during the April conference. Some of the 
topics which the lectures centered on were 
changes which the 1950 Revenue Act 
brought about, the new Excess Profits Tax 
Act, lifetime estate planning and the ad- 
vantages of doing business in Puerto Rico, 
the Bahamas and Cuba. 
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ARTICLES 


Income Tax Law in the Middle ...A 
former United States Solicitor of Internal 
Revenue feels that Congress “at many 
points intends the tax law to deviate from 
theory and from business ideas,” and he lays 
much of the current confusion in the inter- 
pretation and application of the law at the 
door of federal judges who fail to recognize 
this fact. As a result, many well-inten- 
tioned taxpayers get conflicting orders from 
two different government authorities—Con- 
gress and the federal courts.—Miller, “Fed- 
eral Courts As Makers of Income Tax 
Law,” Tax Law Review, January, 1951. 


Taxation of Corporate Liquidations—1951 
Style ... The Revenue Act of 1938 made 
provisions favorable to electing shareholders 
upon complete liquidation of a domestic cor- 
poration taking place within the month of 
December, 1938. The treatment provided 
for limitation of taxable gain. 


The Act of 1943 re-enacted the same pro- 
visions, effective in any one calendar month 
during 1944. The benefits were substan- 
tially the same. 


The 1950 act makes the same elective pro- 
visions available during 1951. The provi- 
sions enacted in 1943 and the current provisions 
appear in the Internal Revenue Code as Sec- 


tion 112 (b) (7). 


Procedure in such liquidations is ampli- 
fied by a well-known author and lecturer in 
the field of federal taxation—Herman H. 
Krekstein, “Section 112 (b) (7) Liquida- 
tions,” Dickinson Law Review, March, 1951. 


More Thoughts for Estate Planners... 
The subject of estate tax and the careful 
planning of trusts and estates ethically to 
minimize such taxation in the transfer of 
assets is dealt with again. The author notes 
that since the inception of the marital-de- 
duction and split-income provisions of the 
1948 Revenue Act there has been a growing 
tendency to belittle attempts by planners to 
achieve the maximum of permissible re- 
duction. 


He says: “Considered purely as tools, 
trusts permit a combination of flexibility, 
safety, and tax minimization unequaled by 
any other single device.” His position of 
authority as chairman of the Committee on 
Taxation of Income of Estates and Trusts, 
American Bar Association, takes his article 
out of the run-of-the-mill class of discus- 
sions of this popular thesis.—Kennedy, 
“Some Tax Aspects of Trusts in Connec- 
tion with Estate Planning,” Miami Law 
Quarterly, April, 1951. 
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Administrative .e<é 


Federal Taxes 


INCOME 


Legal fees incurred in fighting gambling 
charges.—Facts: The taxpayer was indicted, 
tried, convicted and sentenced to the state 
penitentiary for his gambling operations. 
He employed attorneys to defend him and 
incurred attorneys’ fees which he claimed 
to be deductible as ordinary and necessary 
expenses paid or incurred in carrying on his 
business. The Commissioner disagreed. 


Decision: The fees were not incurred in 
the actual production of income of the illegal 
business and did not enable the taxpayer 
to continue his gambling business. The tax- 
payer seeks to reduce the cost of unsuccess- 
fully defending himself against a criminal 
charge by deducting the expense from his 
taxable income and thus, in effect, have the 
government assist in his defense. The allow- 
ance of such a deduction would be against 
public policy. The amount in controversy is 
not an ordinary and necessary expense of 
any business regularly carried on by the 
taxpayer.—Thomas, CCH Dec. 18,375 (16 
TC—, No. 171). 


Husband’s attorney fees in divorce pro- 
ceeding.—Facts: The taxpayer employed 
attorneys to represent him during the negotia- 
tions concerning a property settlement pre- 
ceding a divorce action and at the divorce 
proceeding. The taxpayer contended that 
the attorney fees were deductible by him 
under Section 23 (a) (2) which permits 
deduction for expenses paid or incurred for 
the management, conservation or maintenance 
of property held for the production of income. 


Decision: The attorney fees were declared 
not to be deductible. The whole situation 
involves personal, as distinguished from 
business, relationships and personal consid- 


erations.—Baer, CCH Dec. 18,383 (16 TC 
—, No. 172). 


Interpretations 


Termite damage.—Facts: A home was pur- 
chased by the taxpayer after it had been 
examined and pronounced free from termite 
damage. The next year termites were dis- 
covered, and it was found that they had 
done a small amount of damage. The dam- 
age was repaired and the house treated for 
protection against further damage from these 
insects, The taxpayer took a deduction on 
his return for the cost of the repairs, deem- 
ing them to be a casualty loss within the 
meaning of Section 23 (e) (3). The Com- 
missioner disallowed the deduction. 


Decision: The court held that the damage 
done by the termites could not be considered 
to be covered by the term “other casualty” 
appearing in Section 23 (e) (3). The statute 
must be construed as if it read “loss by 
fires, storms, shipwrecks or other casualty 
of the same kind.” In other words, an element 
of suddenness must be present.—Rosenberg, 
CCH Dee. 18,358 (16 TC —, No. 163). 


Use of own automobile when going to and 
from work.—Facts: The taxpayer was forced 
to use his own automobile in commuting 
between his home and his place of business, 
since there was no form of public trans- 
portation available. The taxpayer took a 
deduction for these commuting expenses 
which was disallowed. 


Decision: It was pointed out that it has 
long been firmly established that commuting 
expenses are not deductible regardless of 
any equitable consideration which makes 
the use of a particular mode of transporta- 
tion necessary. Had public transportation 
been available, the taxpayer would not have 
been entitled to a deduction for the fares 
paid to a public utility, and automobile ex- 
penses paid in lieu of such fares are not en- 
titled to any different treatment whether or not 
public transportation is available—McMorris, 
CCH Dec. 18,349(M) (10 TCM 518). 
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Apartment rental paid by school teacher. 
—Facts: The taxpayer’s income was derived 
from salaries paid him as a teacher in day 
and evening schools. He used the apartment 
occupied as a home by him and his family 
when he had to grade papers, prepare les- 
sons, etc., in connection with his teaching 
duties. He sought to deduct part of the 
rent paid for this apartment as rental for 
business purposes because he did his “home- 
work” there. 


Decision: The court held that there was 
no basis for such a deduction. It was unable 
to find any law or regulation which would 
permit the allocation of a part of the apart- 
ment rent for such a purpose and use it as 
a business expense. Furthermore, the tax- 
payer was held to be an employee and not 
engaged in a trade or business.—Hand, CCH 
Dec. 18,374 (16 TC —, No. 170). 


Writing of books by teacher.—Facts: The 
taxpayer was a professor at a university. In 
addition to his work as a teacher, he wrote 
several textbooks relating to the subject he 
taught. He entered into contracts with book 
publishers, deriving income therefrom on 
the sale of his books which amounted to 
more than 50 per cent of his income at some 
periods. He also acted as a consultant for 
the government in his field. The taxpayer 
contends that in the publishing of his books 
he sold all.of his rights in the manuscripts, 
that is, capital assets held more than six 
months, and, therefore, should report the 
income received therefrom as capital gains. 


Decision: It was held that the manuscripts 
were property held by the taxpayer primarily 
for sale to customers in the ordinary course 
of his trade or business and, therefore, under 
the terms of Section 117 (a) (1), were not 
capital assets, and the income could not 


properly be reported as capital gains. This 
is not a case of an isolated invention or book 
written in pursuance of what may be real- 
istically seen as a hobby. Rather, the tax- 
payer’s profession or trade and business was 
that of a teacher-writer, his writing being 
in connection with his teaching. It can hardly 
be seen as recreation from teaching.—Rider, 


CCH Dec. 18,390 (16 TC —, No. 179). 


Embezzlement losses.—Facts: The tax- 
payer sustained embezzlement losses but was 
unable to ascertain the dates when the money 
was stolen. It was uncertain that an exten- 
sive audit and investigation would reveal 
any further facts. The taxpayer sought a 
refund of tax for the year in which the losses 
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were discovered which the Commissioner 
refused to grant. 


Decision: Following the decision in Boston 
Consolidated Gas Company v. Commissioner 
of Internal Revenue, 42-2 ustc J 9506, 128 F. 
(2d) 473 (CCA-1), the court decided that 
when there is a series of embezzlements 
extending over a period of years, the exact 
dates of each separate act of embezzlement 
being unknown, they are properly deductible 
in the year when they are discovered.— 
Stevenson-Chislett, Inc. v. U. S., 51-2 uste 
9377 (DC Pa.). 


Interest on overpayment.—Facts: In the 
case of the overpayment of tax, can interest 
on such overpayment be recovered from 
the date the taxpayer’s check for taxes is 
received by the collector or the date the 
check is deposited by him? 


Decision: Interest on an overpayment of 
tax should be computed from the date of 
the receipt of the check by the collector.— 
Republic Oil Refining Company v. Granger, 
51-1 uste 79361 (DC. Pa.). 


GIFT 


Trustee’s right to reimbursement for taxes 
paid as transferee.—Facts: The taxpayer 
was the trustee of a trust created by the 
decedent. He was required, as transferee, 
to pay additional gift taxes resulting from 
a deficiency assessment based upon an in- 
creased valuation of certain stock transferred 
to the trust by the decedent. He contended 
that the decedent’s estate should be required 
to reimburse him for the taxes paid, since 
the decedent, as donor, was primarily liable 
for the payment of gift taxes. 


Decision: The court held that he was not 
entitled to reimbursement. It is true that 
the donor’s liability is primary while that of 
the donee or transferee is secondary, but 
only in the sense that the donee’s liability 
does not arise until the donor fails to make 
payment of the tax by March 15 of the 
year following the close of the calendar 
year. If the donor fails to pay, there is an 
immediate and direct liability on the donee 
or transferee, and such liability is not de- 
pendent upon a formal determination of de- 
ficiency against the donor. The trust 
beneficiaries were, therefore, liable for pay- 
ment of the federal gift taxes and neither 
they nor the trustee was entitled to reim- 
bursement from the estate of the donor.— 
Fidelity Union Trust Company v. Anthony, 
51-1 ustc § 10,817 (N. J. Super. Ct.). 
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ADMISSIONS 


Charges for rides on amusement devices. 
—Facts: The taxpayers owned and operated 
an amusement park. The rides and amuse- 
ment devices included, among others, minia- 
ture gasoline automobiles, miniature steam 
trains, a carousel, a ferris wheel and ponies. 
The privilege of free entry to all the amuse- 
ment devices while they were not in motion 
was accorded to all patrons. Only those 
who took the rides were obliged to pay. 
The taxpayers contested the collecting of 
admissions tax on charges made for these 
rides, stating that none of the rides operated 
by them were “places” within the meaning 
of Section 1700(a) and that the amounts 
paid by patrons were paid for rides and 
not for “admission to any place.” 


Decision: The court concluded that all the 
rides in question were located in fixed, defi- 
nite, stationary spots or places in the park 
and that each and all, except the miniature 
automobiles and the pony rides, were com- 
ponent parts of definite, stationary struc- 
tures constituting “places” within the 
meaning of Section 1700(a). Therefore, the 
amounts paid by persons who took complete 
rides on all but the ponies or in the automo- 
biles represented amounts paid for admis- 
sion to a place, and the tax on admissions 
should be collected. —Fritz, d. b. a. Kiddie- 
land v. Jarecki, 51-1 ustc § 9335 (CA-7). 


State Taxes 
FRANCHISE 


Intangibles as part of capital employed in 
Oklahoma.—Facts: The taxpayer was a 
Delaware corporation. It was organized in 
1924 and qualified to do business in Okla- 
homa that same year. From its organization 
until February 10, 1932, and since Septem- 
ber 1, 1939, its only general office was and 
has been in Oklahoma where all its records 
are kept and its checks were and are 
written. Eight of its nine officers and all of 
its directors are residents of Oklahoma. Its 
business and commercial domicile was in 
Oklahoma, and it conducted its investment 
business and the major portion of its oil 
business in and from that state. Practically 
all of the intangibles held and owned by it 
during the time in controversy represent 
capital acquired during the time its com- 
mercial and business domicile was in Okla- 
homa, and a commercial or business situs 


for such intangibles has not been established 
elsewhere. 


Decision: The taxpayer is engaged in both 
the oil and the investment business, wholly 
directed and controlled from Oklahoma by 


Interpretations 


its officers and directors who are Oklahoma 
residents. The stocks and bonds being the 
very essence of its business, they naturally 
form a part of its capital that is used, in- 
vested and employed in Oklahoma, and since 
said stocks and bonds do not have either 
a commercial or business domicile elsewhere, 
they are properly included in measuring the 
franchise (license) tax.—Foster Petroleum 
Corporation v. Oklahoma Tax Commission, 2 


stc J 250-136 (Okla. S. Ct.). 


SALES 

Exemption of housing project materials 
in Florida.—Facts: Materials were fur- 
nished for the construction of a housing 
project intended primarily for military per- 
sonnel on lands leased from the government 
by a corporation. The seventy-five-year 
lease provided that the property could be 
occupied by civilians, that the lessee could 
keep the insurance money if any building 
were totally destroyed by fire, that the cap- 
ital outlay and interest paid on a loan to 
finance the project were to be allocated over 
the useful life of the improvements during 
the terms of the lease and that the lessee 
would receive the income from rentals. Will 
these buildings become a part of public 
works or projects owned by the United 
States Government and the materials used 
in their construction thus be exempt from 
Florida sales taxation? 

Decision: Materials used in the construc- 
tion of these buildings are not exempt from 
tax. Although the government retains a 
certain supervision over the area, taken as a 
whole the arrangement is in reality one af- 
fording a source of income to the lessee. 
Any money withheld from the state by ap- 
plying the exemption would not benefit the 
national exchequer. The materials furnished 
by the contractor will not become a part of 
a government work but of buildings of a 
private enterprise—Gay v. Jemison et al., 2 


stc J 250-134 (Fla. S. Ct.). 


INHERITANCE 

Payment of tax by Ohio insurance bene- 
ficiaries.—Facts: The decedent provided in 
his will that all taxes and expenses were to 
be paid out of the residué of his estate. It 
was also provided that no person receiving 
any property should be required to reim- 
burse the estate for the taxes paid. For this 
reason the executors did not seek reimburse- 
ment from certain life insurance beneficiaries 
for the federal estate taxes paid. In the ab- 
sence of the specific instructions in the 
will, they would have had the right to do 
so. It was contended that, by excluding the 
life insurance beneficiaries from paying the 


695 





federal estate tax, they, in effect, received a 
taxable succession in the amount equal to 
the paid federal estate tax attributable to 
the insurance proceeds and were liable for 
a state tax in that amount. 


Decision: The court said that payment of 
the tax by the insurance beneficiaries was 
not required. Although a benefit accrued 
to them, it was not a property interest held 
by the decedent which passed to them and 
which would be taxable but a benefit arising 
from the exercise of a statutory privilege by 
the decedent in his will—Estate of Bingham, 
CCH INHERITANCE ESTATE AND GIFT Tax 
REporTs { 17,384 (Ohio Ct. of App., Cuya- 
hoga County, Eighth District). 

Valuation of life estate in District of 
Columbia.—Facts: The decedent bequeathed 
the residue of her estate in trust for the 
benefit of her son for life and ‘directed that 
he be paid a certain maximum monthly al- 
lowance. The payments to the son were to 
be made from income of the trust, but if 
the income were insufficient, the trustee was 
authorized to make up the difference by 
withdrawing sufficient funds from the corpus 
of the trust. The trustee was also author- 
ized, at his discretion, to pay out of the 
income or corpus of the trust any unusual 
or extraordinary expense that might be- 
come necessary for the benefit of the son 
and, if he married, for the benefit of his 





ONACQUIESCENCE.—The Commis- 
sioner does not acquiesce in the follow- 
ing decisions: 

Crow-Burlingame Company, CCH Dec. 
17,965, 15 TC —, No. 97.—An accrual-basis 
employer’s irrevocable contributions to an 
exempt employees’ trust, prior to approval, 
were deductible. 


Federal National, CCH Dec. 18,032, 16 TC 
—, No. 8.—In determining the basis of an 
insurance policy transferred to the taxpayer 
for consideration, for the purpose of deter- 
mining gain on the insured’s death, the pre- 
miums paid could not be reduced by the 
amount of dividends allegedly credited on 
the premiums. 

555, Inc., CCH Dec. 17,934, 15 TC —, No. 
87.—An accrual-basis employer’s contribu- 
tion in escrow, within the grace period, for 
delivery to an exempt employees’ trust was 
deductible. 


Hartfield, CCH Dec. 18,068, 16 TC —, No. 
26.—The officer-stockholders of an insolvent 
corporation were not taxable on excessive 
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wife and children. Upon the death of the 
son, the residue of the estate was to be 
distributed to his issue, but should he die 
without issue, the residue was to be dis- 
tributed to the children of the decedent’s 
cousin then living. In determining the 
value of the son’s life estate for the purposes 
of the District of Columbia inheritance tax, 
the rule of federal decisions under Section 
812(d) of the federal estate tax law was 
applied by the court. 


Decision: Inasmuch as no standards were 
prescribed by the decedent for the limitation 
of invasion of the corpus for the benefit of 
the son, the life tenant, no value could be 
placed on the remainder interests. The mere 
possibility of invasion of the corpus and the 
total consumption thereof for the benefit of 
the life beneficiary were sufficient to give the 
life interest a value equal to the value of the 
entire trust and, consequently, to reduce 
the value of the remainders, as of the date 
of death, to zero. Therefore, it was held 
that the value of the interest of the life ben- 
eficiary was equal to the whole of the entire 
estate and that the remainder interests had 
no value. The tax should therefore not be 
assessed against the remainder interests but 
entirely against the life interest—Auth v. 
District of Columbia, CCH INHERITANCE 
EstATE AND Girt TAX Reports { 17,388 (D. 
C. BTA). 


| WASHINGTON TAX TALK—Continued from page 630 
| 


compensation disallowed as a deduction, to 
the extent of the amount of corporate tax 
deficiency which they sustained as transferees. 


McDonnell Aircraft, CCH Dec. 18,058, 16 
TC —, No. 25.—The amount of a “V-Loan” 
obtained by the taxpayer, a manufacturer of 
aircraft and aircraft parts, for financing in 
connection with war contracts, -constituted 
borrowed capital despite the Commissioner’s 
contentions that the government was the 
real obligor and that the loan arrangement 
was merely a device to enable the govern- 
ment to make advance payments. 


Taylor, CCH Dec. 18,125, 16 TC —, No. 
47.—Capital gain, not ordinary income, was 
realized under a 1945 agreement in which 
the taxpayer, the owner of an invention in- 
volving drinking fountains and water-cooling 
equipment, assigned all rights in the inven- 
tion to a corporation upon condition that the 
corporation would continue to make the 
same periodic payments which it had been 
making under a 1923 nonexclusive licensing 
agreement. 
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Canadian Tax Letter 


Inflation Control 


Canada’s economy, in just the same way 
as that of its southern neighbor, is feeling 
the buffeting of inflation winds says Mr. 
Petrie, director of research for the Canadian 
Tax Foundation, in a Tax Policy article. In 
fact, he continues, in addition to defense 
spending, part of Canada’s troubles have 
been caused by inflation in the United States, 
since the economies of the two countries 
are so closely linked. Another cause, as- 
serts the writer, has been the influx of 
speculative capital from the United States. 


Canada, however, over strong opposition, 
has attacked the problem in a way different 
from the price-control and excess-profits- 
tax method being used in the States. It has 
elected, according to Mr. Petrie, to strike 
at the root causes of inflation. Credit con- 
trols and sharp increases in every compo- 
nent of the federal tax structure have been 
inaugurated. For example, the down pay- 
ment on an automobile must be at least 50 
per cent of the price and the balance must 
be paid in 12 months, a 20 per cent “defense 
surtax” has been levied on personal income, 
special excises have been levied on a wide 
range of durable and “luxury” goods, and 
the sales tax has been increased from 8 to 
10 per cent. These changes, he says, are 
designed to curb consumer spending power 
and to discourage new capital investment 
not essential to the defense program. 


A unique feature in Canada’s plan, the 
author points out, is the provision regarding 
depreciation—the right to charge deprecia- 
tion on all capital assets acquired after April 
10, 1951, except for certain classes of assets 
defined by regulation, is deferred for a four- 
year period. The object of this depreciation 
deferment is to discourage inflationary cap- 
ital expenditures. 


There have been, of course, strong pro- 
tests from labor and other groups and re- 
newed demands for price control and an 
excess profits tax, reports the author. He 
feels, however, that if labor will resist the 


Canadian Tax Letter 


attempt to offset the loss in its purchasing 
power by wage increases until the critical 
operation of curbing the inflationary capital- 
investment program has become effective, 
“a marked degree of economic stability will 
be achieved.” 


United States Corporation 
Doing Business in Canada 


The taxpayer, a Massachusetts corpora- 
tion, was qualified to do business in New 
York and Ontario. The crude material for 
its business was made in Ontario and 
shipped to New York for processing. Pur- 
suant to the provisions of Sections 24 and 
26 of the Income War Tax Act, an agree- 
ment was entered into with Canadian tax 
authorities. Under a formula agreed upon, 
the ultimate net profit was allocated be- 
tween the United States and Canada for tax 
purposes. 


The Minister disallowed certain taxes, 
paid by the corporation to Massachusetts 
and New York, as a deduction from its 
income (before the allocation of a percent- 
age of that income to Canada for the pur- 
poses of the Income War Tax Act). 


The taxpayer appealed and submitted that 
while the Massachusetts franchise taxes may 
be measured in part by income and in part 
by capital, they are not based on income but 
are excise taxes levied for the privilege of 
doing business and that although New York 
corporation franchise taxes are measured 
primarily by income, they are imposed as a 
cost of doing business by any corporation. 

The Board decided that the assessments 
should be referred back to the Minister for 
a redetermination of the taxpayer’s income 
allocable to Canada after a deduction in re- 
spect to the franchise taxes from the gross 
income from all sources. 


From the evidence, a perusal of the per- 
tinent Massachusetts and New York laws 
and a study of American tax cases, the 
Board held that, with reference to the New 
York tax, it would appear that the tax was 
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imposed as a cost of doing business by any 
corporation and was imposed as a franchise 
tax and not as a tax on income, although the 
tax in question is measured by income. 
With respect to the Massachusetts tax, the 
Board also held that it was a franchise tax 
imposed for the privilege of carrying on 
business within that state, even though a 
proportion of the tax was based on a cal- 
culation in respect to income.—E*olon Com- 
pany v. Minister of National Revenue, CCH 
DomMINION TAx REPoR@s § 86-265. 


Lease or Sale? 


The taxpayer entered into an agreement 
with another person which provided for the 
payment to him of monthly rental for his 
hotel. After a four-year period the taxpayer 
was to give this person the certificate of 
title to the property. The Minister declared 
that the monthly payments were rental 
under a lease and, therefore, income in the 
hands of the taxpayer pursuant to the terms 
of Section 3 of the Income War Tax Act. 

The board allowed the taxpayer’s appeal 
and ordered reassessment. The evidence 
disclosed that it was the intention of the 





parties to create an agreement for sale even 
though they were incorrectly called “lessor” 
and “lessee” and the payments were called 
“rent.” Authorities have held that “if a 
transaction is in reality a sale of property, 
its character cannot be changed by the 
designation or form employed by the parties, 
whether innocently or with design to make 
the transaction take the appearance of anything 
else.” The agreement in question was deemed 
to be an agreement for sale, and the payments, 
therefore, were payments of capital which 
could not be treated as income of the taxpayer. 
—Foster v. Minister of National Revenue, 
CCH CANapDIAN TAX REpoRTs { 86-276. 


Defense Surtax Refunds: 


The provision in the Budget Resolutions 
providing for relief from defense surtax for 
corporations whose net income after federal 
tax would be reduced below 5 per cent of 
capital employed has been dropped. As 
given by the Minister of Finance, the reason 
for this change arose from the apparent im- 
possibility to work out an equitable defini- 
tion of “capital employed.” 


CURRENT PROBLEMS IN SALE, OR GIFT, AND LEASE-BACK 


TRANSACTIONS—Continued from page 670 


any other available offer. Probably this 
alternative method is advisable, but it is not 
feasible when the grantors already occupy 
the property. Furthermore, although another 
obstacle has been placed in the Bureau’s 
way, the courts might still look through the 
form to the substance of the transaction 
and say that the grantors retain control of 
the property.” 

Turning now to the family partnership 
analogy, it can scarcely be said that the 
husband and wife, partners in the. Brown 
case, intended the trustee or the children 
to be bona fide partners with them in the 
coal business. At most, the transfer of the 
coal lands subject to a contemporaneous 
lease-back can be compared with a limited 
partnership interest consisting of donated 
property. Complete control remains in the 
hands of the donors. Then there would be 


2In the Brown case it is true that the 
grantors relinquish control of the res when the 
lease expires, but that point is not currently 
in issue. Suffice it to say, one of the tax- 
payers in the Brown case testified that the 
lease-back was made for a five-year term be- 
cause that ‘‘was a reasonable time to figure 
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no contribution of either “vital services” 
or “original capital,” nor-can it be said that 
a real partnership existed in the light of 
the conduct of the parties.” 


To summarize, then, the caveat concerning 
gift and lease-back planning is admittedly 
bred of caution. It not only suggests that 
counsel should discourage tax-avoidance 
transactions which go beyond Brown wv. 
Commissioner, but further presumes that 
the Brown case itself is doubtful. It may 
be argued that if such “conservative” advice 
had been taken, the Brown family would 
not have successfully reallocated their in- 
come, and further that taxpayers’ counsel 
generally do not effectively represent their 
clients if they are unwilling to take some 
risks. The criticism is accepted but the 
warning is nevertheless reiterated. 

[The End] 


on exhausting’’ the coal in the leased tract and 
that “it would not be worth anything to 
amount to’’ thereafter. See dissent, footnote 19, 
p. 928. 

2 Commissioner v. Culbertson, 49-1 vustc 
9323, 337 U. S. 733 (1949); same case, on 
remand, CCH Dec. 17,793(M), 9 TCM 647 (1950). 
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State Tax Calendar 


1951 SEPTEMBER 1951 


“«» «a» x» a» «<n» a» 1 
2345678 
9 1011 12 13 1415 
16 17 18 19 20 21 29 
23, 24 25 26 27 28 29 


@ elf the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ © 


ALABAMA 


September 1—Automobile dealer reports 
due. September 10—Alcoholic beverage re- 
ports from wholesalers and distributors due. 
—Alcoholic beverage tax reports and pay- 
ment from public service licensees due.— 
Automobile reports from dealers due.—To- 
bacco reports from wholesalers and jobbers 
due.—Tobacco stamp and use tax reports 
and payment due. September 15—Corporate 
income tax third installment due.—Gasoline 
reports from carriers, warehousers and trans- 
porters due.—Lubricating oils reports from 
carriers, warehousers and transporters due. 
—Motor carrier mileage tax reports and pay- 
ment due.—Oil and gas conservation tax 
reports and payment due.—Oil and gas pro- 
duction tax reports and payment due.—Per- 
sonal income tax third installment due. 
September 20— Automobile reports from 
dealers due.—Coal and iron-ore mining tax 
reports and payment due.—Diesel fuel tax 
reports and payment due.—Gasoline tax re- 
ports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due. 


ARIZONA 


September 1—Express company reports 
due (last day)—Property reports from pri- 
vate car companies due (last day). Septem- 
ber 5—Alcoholic beverage reports from 
licensees due. September 10—Malt, vinous 
and spirituous liquor tax reports and pay- 
ment from wholesalers due. September 15— 
Gross income tax reports and payment due. 
September 20—Motor carrier tax reports 
and payment due.—Use fuel tax reports and 
payment due. September 25—Motor vehicle 
fuel tax reports and payment from distribu- 
tors, wholesalers and carriers due. 


ARKANSAS 


September 10—Alcoholic beverage reports 
due.—Cigarette reports due——Motor fuel re- 
ports from carriers due.—Natural resources 
statements of purchases due. September 15 
—Compensating (use) tax reports and pay- 
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ment due.—Gross receipts tax reports and 
payment due. September 20—Alcoholic bev- 
erage special excise tax reports and payment 
from retailers due.—Use fuel tax reports and 
payment due. September 25—Motor fuel tax 
reports and payment due.—Natural resources 
severance tax reports and payment due. 


CALIFORNIA 


September 1—Distilled spirits tax reports 
and payment from common carriers due.— 
Gasoline tax reports and payment from dis- 
tributors due. September 15—Alcoholic bev- 
erage import reports from common carriers 
due.—Bank excise income tax second install- 
ment due.—Beer and wine tax reports and 
payment due.—Corporate income tax second 
installment due.—Distilled spirits tax reports 
and payment due.—Franchise tax second in- 
stallment from banks and corporations due. 
—Gasoline tax reports and payment from 
producers, brokers and importers due.—Use 
fuel tax reports and payment due. Septem- 
ber 20—Gross receipts tax reports and pay- 
ment from motor carriers due. 


COLORADO 


September 5—Alcoholic beverage reports 
from manufacturers due.—Motor carrier tax 
due. September 10—Motor carrier reports 
due. September 15—Coal mine owner re- 
ports due.—Coal tonnage reports due.— 
Sales tax reports and payment due.—Use tax 
reports and payment due. September 25— 
Diesel fuel tax reports and payment due.— 
Gasoline tax reports and payment due. 


CONNECTICUT 


September 10—Cigarette reports from dis- 
tributors due. September 15—Cigarette 
vending machine reports from operators due. ® 
—Gasoline use tax reports and payment due. 
September 20—Alcoholic beverage tax re- 
ports and payment due. September 25— 
Gasoline tax reports and payment due. Sep- 
tember 30—Annual reports and fee (certified 
copy) from foreign and domestic corpora- 
tions due (to be filed with town clerk). 
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DELAWARE 


September 15—Alcoholic beverage reports 
from manufacturers and importers due.— 
Cigarette and cigar reports due.—Gasoline 
reports from filling stations due. September 
30—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 


September 10—Alcoholic beverage reports 
from licensed manufacturers, wholesalers 
and retailers due—Beer reports from li- 
censed manufacturers and wholesalers due. 
September 15—Beer tax due. September 
20—Sales tax reports and payment due.— 
Use tax reports and payment due. Septem- 
ber 25—Gasoline tax reports and payment 
due. September 30—Bank gross earnings tax 
semiannual installment due (last day).— 
Property tax semiannual installment due 
(last day.) —Public utility tax semiannual in- 
stallment due (last day). 


FLORIDA 


September 1—Auto transportation com- 
pany tax reports and payment due. Sep- 
tember 10—Alcoholic beverage tax reports 
and payment from manufacturers and deal- 
ers due. September 15—Alcoholic beverage 
reports from transporters and carriers due. 
—Cigarette reports from carriers due.—Gas- 
oline reports from nondistributors and car- 
riers due—Motor vehicle fuel use tax 
reports and payment due. September 20— 
Admissions tax reports and payment due.— 
Rental tax reports and payment due.—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. September 25— 
Gasoline sales tax and storage tax reports 
and payment due.—Motor fuel inspection fee 
reports and payment due.—Oil and gas pro- 
duction tax reports and payment due. 


GEORGIA 


September 10—Cigar and cigarette re- 
ports from wholesale dealers due.—Distilled 
spirits reports from wholesale dealers due. 
—Motor carrier reports due. September 
15—Corporate income tax third installment 
due.—Malt beverage reports due—Personal 
income tax third installment due. September 
20—Gasoline tax reports and payment due. 
September 30—Sales tax reports and pay- 
ment due.—Use tax reports and payment due. 


IDAHO 


September 1—Franchise license tax state- 
ments and payment due (last day). Septem- 
ber 15—Beer reports from dealers, brewers 


and wholesalers due.—Cigarette reports of 
wholesaler drop shipments due.—Corporate 
income tax second installment due.—Electric 
power company tax reports and payment 
due.—Personal income tax second install- 
ment due. September 25—Gasoline tax re- 
ports and payment from dealers due.——Use 
fuel tax reports and payment due. 


ILLINOIS 


September 1—Property tax semiannual in- 
stallment from private car lines due.—Real 
property tax in Cook County, semiannual 
installment due.—Real property tax semi- 
annual installment due. September 10— 
Mileage tax reports and payment from motor 
carriers due. September 15—Alcoholic bev- 
erage reports due.—Cigarette reports due. 
—Public utility tax reports and payment 
due.—Sales tax reports and payment due. 
September 20—Gasoline tax reports and pay- 
ment due. September 30—Gasoline reports 
from transporters due. 


INDIANA 


September 1—Alcoholic vinous beverage 
tax due.—Premiums tax semiannual install- 
ment from fire insurance companies due. 
September 10—Cigarette reports from dis- 
tributors on interstate business due. Sep- 
tember 15—Alcoholic vinous beverage tax 
due.—Cigarette reports of distributor drop 
shipments due.—Use fuel tax reports and 
payment due. September 20—Intangibles 
reports from banks and trust companies due. 
—Intangibles tax from financial institutions 
due.—Intangibles tax reports and payment 
from building and loan and production credit 
associations due.—Share tax reports and 
payment from banks, building and loan 
associations and trust companies due. Sep- 
tember 25—Gasoline tax reports and pay- 
ment from distributors and carriers due. 
—Use fuel tax reports and payment from 
fuel dealers due. September 30—Petroleum 
production reports due. 


IOWA 


September 10—Beer tax reports and pay- 
ment from Class “A” permittees due.—Gas- 
oline tax reports and payment from carriers 
due. September 20—Gasoline tax reports and 
payment due. 


KANSAS 


September 5—Cigarette reports from whole- 
salers due. September 10—Malt beverage 
reports due. September 15—Alcoholic liquor 
reports from manufacturers and distributors 
due.—Compensating use tax reports and pay- 
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ment due.—Gasoline and fuel use reports from 
carriers due.—Gross ton mileage tax reports 


and payment from motor carriers due. Sep-. 


tember 20—Alcoholic liquor tax reports and 
payment from retailers due.—Sales tax re- 
ports and payment due.—Use fuel tax re- 
ports and payment due. September 25— 
Gasoline tax reports and payment due. 


KENTUCKY 


September 2—Stored distilled spirits tax 
due. September 10—Distilled liquor tax 
from blenders and rectifiers due. September 
15—Alcoholic beverage reports due.—Fuel 
use tax reports and payment from transport- 
ers due—Unmanufactured tobacco, money 
on hand and foreign bank deposit tax due. 
September 20—Cigarette reports from whole- 
salers due.—Oil production tax reports and 
payment dué. September 21—Bank deposit 
reports due. September 30—Amusement and 
entertainment tax reports and payment due. 
—Gasoline reports from refiners and im- 
porters due=—Gasoline tax reports and pay- 
ment from dealers and transporters due.— 


Gross receipts tax reports and payment from. 


public utilities due—Motor vehicle fuel use 
tax reports and payment due. 


LOUISIANA 


September 1t—Soft drinks reports due. 
September 10—Beer reports from importers 
due.—Gasoline reports from importers due. 
—Lubricating oils reports from importers 
due. September 15—Common carrier spe- 
cial fee due (last day).—Gasoline reports 
from carriers due.—Intoxicating liquor re- 
ports due—Kerosene reports from carriers 
due.—Lubricating oils reports from carriers 
due.—Soft drinks reports due.—Tobacco re- 
ports due. September 20—Beer tax reports 
and payment from wholesale dealers due.— 
Fuel use tax reports and payment due.— 
Gasoline tax reports and payment due.—Kero- 
sene tax reports and payment due.—Lubri- 
cating oil tax reports and payment due. 
—Sales tax reports and payment due.—Use 
tax reports and payment due. 


MAINE 


September 1—Franchise tax due. Septem- 
ber 10—Malt beverage reports from manu- 
facturers and wholesalers due. September 
15—Railroad and street railroad tax install- 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due.— 
September 25—Use fuel tax reports and 
payment due. September 30—Gasoline tax 
reports and payment due. 
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MARYLAND 


September 10—Admissions tax due.—Beer 
tax reports and payment due. September 15 
—Corporate income tax third installment 
due.—Personal income tax third installment 
due.—Sales tax reports and payment due.— 
Use tax reports and payment due. Septem- 
ber 30—Gasoline and diesel fuel tax reports 
and payment due. 


MASSACHUSETTS 


September 10—Alcoholic beverage excise 
tax reports and payment due.—Meals excise 
tax reports and payment due. September 20 
—Cigarette tax reports and payment due. 
September 30—Motor fuel tax reports and 
payment due. 


MICHIGAN 


September 1—Gas and oil severance tax 
reports and payment due. September 5— 
Brewery production reports due——Gasoline 
statements from carriers due.—Sacramental 
wine seller reports due. September 10— 
Common and contract carrier reports and 
payment due.—Winery reports due. Sep- 
tember 15—Sales tax reports and payment 
due.——Use tax reports and payment due. 
September 20—Cigarette tax reports and 
payment due.—Diesel fuel user tax reports 
and payment due.—Fuel sold for use on 
vessels, tax due.—Gasoline tax reports and 
payment from distributors due. 


MINNESOTA 


September 1—Railroad gross earnings tax 
semiannual installment due. September 10 
—Alcoholic beverage reports from whole- 
salers, brewers and manufacturers due.— 
Gasoline reports from carriers due. Sep- 
tember 15—Corporate income tax second 
installment due.—Corporate income tax third 
installment due (over $30).—Personal in- 
come tax second installment due.—Personal 
income tax third installment due (over $30). 
September 20—Cigarette sales tax reports 
and payment due.—Cigarette use and storage 
tax reports and payment due. September 23 
—Gasoline tax reports and payment from 
distributors due.—Special use fuel tax re- 
ports and payment due.—Tractor fuel seller 
reports due. 


MISSISSIPPI 


September 5—Factory reports due. Sep- 
tember 10—Admissions tax reports and pay- 
ment due. September 15—Corporate income 
tax third installment due—Gasoline tax re- 
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ports and payment from carriers due.— 
Light wine and beer reports from retailers, 
wholesalers and distributors due.—Personal 
income tax third installment due.—Sales tax 
reports and payment due.—Timber sever- 
ance tax reports and payment due.—Tobacco 
reports from manufacturers, distributors and 
wholesalers due—Use tax reports and pay- 
ment due. September 20—Gasoline tax 
reports and payment from distributors, re- 
finers, processors and solvent users due. 
September 25—Gas severance tax reports 
and payment due——Oil and Gas Board mainte- 
nance tax due.—Oil severance tax reports 
and payment due. September 30—Outdoor 
advertising space reports from owners or 
lessees due. 


MISSOURI 


September 5—Nonintoxicating beer per- 
mittee reports due. September 10—Oil in- 
spection tax reports and payment due. 
—Petroleum products receiver reports due. 
September 15—Alcoholic beverage sales re- 
ports due. September 25—Use fuel tax re- 
ports and payment due. September 30 
—Gasoline tax reports and payment from 
distributors due.—Soft drinks inspection fee 
reports and payment due. 


MONTANA 


September 10—Cigarette tax stamp pay- 
ment due. September 15—Beer tax reports 
and payment from brewers, wholesalers and 
transporters due—Crude petroleum pro- 
ducer reports due—Electric company tax 
reports and payment due.—Gasoline reports 
from carriers due.—Gasoline tax reports and 
payment due. 


NEBRASKA 


September 1—Real property tax second 
installment due. September 10—Cigarette 
reports from distributors due. September 15 
—Alcoholic beverage reports from manu- 
facturers and wholesale distributors due.— 
Aviation fuel tax reports and payment from 
dealers due.—Gasoline reports from carriers 
due.—Gasoline tax reports and payment due. 


NEVADA 


September 10—Liquor reports from out- 
of-state vendors due. September 15—A\lco- 
holic beverage reports from manufacturers 
and importers due.—Cigarette reports from 
wholesalers due.—Gasoline reports from 
carriers due. September 25—Fuel user tax 
reports and payment due.—Gasoline tax re- 
ports and payment from dealers due. 
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NEW HAMPSHIRE 
September 10—Alcoholic beverage re- 


‘ ports from manufacturers, wholesalers and 


importers due——Alcoholic beverage tax from 
wholesalers due. September 15—Use fuel 
tax reports and payment due. September 
30—Gasoline reports from carriers due.— 
Motor fuel tax reports and payment due. 


NEW JERSEY 


September 1—Property statements from 
public utilities using public streets due— 
Public utilities using public streets, second 
installment of tax due. September 10— 
Excise tax reports and payment on inter- 
state busses due.—Gross receipts tax reports 
and payment on municipal jitneys due. 
September 15—Alcoholic beverage reports 
from manufacturers, distributors, trans- 
porters, storers, importers and sellers due. 
September 20—Alcoholic beverage reports 
from retail consumption and retail distribu- 
tion licensees due.—Cigarette tax reports 
and payment due. September 25—Gross 
receipts tax reports and payment on munic- 
ipal busses due. September 30—Gasoline 
reports from carriers due. Second Last 
Business Day—Gasoline tax reports and 
payment from distributors due. 


NEW MEXICO 


September 1—Express company reports 
due. September 15—Occupational gross in- 
come tax reports and payment due.—Sever- 
ance tax reports and payment due. September 
20—Cigarette reports from retailers supply- 
ing passenger carriers due——Motor carrier 
tax reports and payment due. September 
25—Gasoline tax reports and payment due. 
—Use or compensating tax reports and 
payment due. 


NEW YORK > 


September 1—Bank income tax reports 
and payment due. September 20—Alcoholic 
beverage tax reports and payment due. 
September 25—Conduit company tax re- 
ports and payment due.—Public utility ad- 
ditional tax reports and payment due. 
September 30—Gasoline tax reports and 
payment due. 


NORTH CAROLINA 


September 10—Alcoholic beverage re- 
ports from railroads due.—Gasoline tax re- 
ports and payment from earriers due.—Un- 
fortified wine tax reports and payment from 
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distributors and bottlers due. September 
15—Corporate income tax third installment 
due.—Personal income tax third installment 
due.—Sales tax reports and payment due.— 
Spirituous liquor tax due.—Use tax reports 
and payment due. September 20—Gasoline 
tax and payment from distributors due.— 
Use fuel tax reports and payment due. 


NORTH DAKOTA 


September 10—Cigarette reports from 
distributors due. September 15—Alcoholic 
beverage additional tax due.—Beer tax re- 
ports and payment due.—Corporate income 
tax third installment due.—Gasoline tax re- 
ports and payment dwe.—Personal income tax 
third installment due.—Wholesale liquor 
dealer reports due. September 25—Use fuel 
tax reports and payment due. 


- OHIO 


September 1—Excise tax reports from 
railroads and street, suburban and _ inter- 
urban railroads due. September 10—Alco- 
holic beverage reports from Classes “A” 


and “B” permittees due——Cigarette reports. 


from wholesalers due. September 15—Ciga- 
rette use tax reports and payments due.— 
Gasoline reports from persons other than 
dealers due. September 20—Gasoline re- 
ports from dealers due.—Grain handling tax 
semiannual installment due.—Tangible and 
intangible personal property tax semiannual 
installment due.——Tangible personal prop- 
erty tax from intercounty corporations due. 
September 30—Gasoline reports from car- 
riers due.—Gasoline tax due. 


OKLAHOMA 


September 5—Operator reports of mines 
other than coal due. September 10—Alco- 
holic beverage tax reports and payment due. 
—Cigarette reports from wholesalers, re- 
tailers and vending-machine owners due.— 
Gross receipts tax reports and payment 
from airports due. September 15—Bank 
excise income tax third installment due.— 
Corporate income tax third installment 
due-—Gasoline reports from dealers, re- 
tailers and carriers due—Mileage tax re- 
ports and payment from carriers due.— 
Personal income tax third installment due. 
—Sales tax reports and payment due.— 
Tobacco reports from wholesalers, jobbers 
and warehousemen due. September 20— 
Coal mine operator reports due.—Gasoline 
tax reports and payment from distributors 
and purchasers of imported gasoline due.— 
Motor fuel use tax reports and payment due. 
—Property tax reports and payment from 
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rural electric cooperatives due.—Use fuel 
reports from carriers due.—Use fuel tax re- 
ports and payment due——Use tax reports 
and payment due. September 30—Oil, gas 
and mineral gross production tax reports 
and payment due. 


OREGON 


September 20—Alcoholic beverage tax re- 
ports and payment due.—Motor carrier re- 
ports due if tax is paid as per Table A or B.— 
Motor vehicle broker and forwarder tax 
due.—Use fuel tax reports and payment due. 
September 25—Gasoline tax reports and 
payment due. September 30—Motor carrier 
tax due if paid as per Table A and B. 


PENNSYLVANIA 


September 10—Malt beverage reports 
due.—Spirituous and vinous liquor reports 
from importers due. September 15—Alco- 
holic beverage tax reports and payment 
from manufacturers.due. September 30— 


Gasoline tax reports and payment due.— 
Use fuel reports from carriers due.—Use 
fuel tax reports and payment due. 


RHODE ISLAND 


September 10—Alcoholic beverage re- 
ports from manufacturers due.—Cigarette 
reports from distributors and dealers due. 
September 20—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. September 25—Gasoline tax reports 
and payment due. 


SOUTH CAROLINA’ 


September 1—Alcoholic beverage whole- 
saler reports of alcoholic beverages received 
due. September 10—Admissions tax re- 
ports and payment due.—Alcoholic beverage 
retailer and wholesaler reports of alcoholic 
beverage sales and additional tax due— 
Power tax reports and payment due (last 
day).—Soft drinks reports due. September 
15—Corporate income tax third installment 
due.—Personal income tax third installment 
due.—Property tax installment due. Sep- 
tember 20—Fuel oil reports from dealers 
due.—Fuel oil tax reports and payment from 
users due.—Gasoline tax reports and pay- 
ment due.—Sales tax reports and payment due. 


SOUTH DAKOTA 


September 1—Utility tax from rural elec- 
tric companies due. September 10—Motor 
carriers in interstate commerce tax reports 
and payment due. September 15—Alcoholic 
beverage sales reports due.—Gasoline re- 
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ports from carriers and retail airplane 
vendors due.—Gasoline tax from dealers 
due.—Tractor fuel user tax reports and pay- 
ment due.—Use fuel reports from carriers 
due.—Use fuel tax reports and payment due. 
September 20—Passenger mileage tax due. 
September 30—Bank excise income tax sec- 
ond installment due.—Gasoline reports from 
dealers due. 
TENNESSEE 


September 1—License tax reports and 
payment from building and loan associations 
due.—Premiums tax reports and payment 
from insurance companies due. September 
10—Alcoholic beverage reports due (last 
day).—Barrel tax on beer due.—Gasoline 
reports from carriers due.—Petroleum 
products special privilege tax reports and 
payment due. September 15—Fuel user re- 
ports due.—Use fuel reports from carriers 
due. September 20—Cottonseed oil mill re- 
ports due.—Gasoline tax reports and pay- 
ment from distributors due.—Oil production 
tax reports and payment due.—Sales tax re- 
ports and payment due.—Use tax reports 
and payment due. September 25—Motor 
vehicle fuel manufacturer and refiner re- 
ports of motor fuel imported, manufactured 
or sold in Tennessee due. 


TEXAS 


September 5—Cigarette reports from so- 
licitors due. September 10—Cigarette re- 
ports from distributors due. September 15 
—Beer tax reports and payment due.— 
Motor carrier special fees due. September 
20—Liquefied gases and liquid fuel tax re- 
ports and payment from users due——Motor 
fuel reports from carriers due.—Motor fuel 
tax reports and payment due. September 
25—Carbon black production tax reports 
and payment due.—Cement distributor tax 
reports and payment due.—Prizes and 
awards of theater tax reports and payment 
due. September 30—Natural gas produc- 
tion tax reports and payment due.—Oil pro- 
duction tax reports and payment due. 


UTAH 


September 10—Liquor reports from li- 
censees due.—Use fuel reports from carriers 
due. September 15—Bank excise (income) 
tax third installment due—Excise (income) 
tax third installment due.—Sales tax reports 
and payment due.—Use tax reports and 
payment due. September 25—Gasoline re- 
ports from carriers due.—Gasoline tax re- 
ports and payment from distributors and 
retailers due—Use fuel tax reports and 
payment due. 
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VERMONT 


September 10—Alcoholic beverage tax re- 
ports and payment due. September 15— 
Bank income (franchise) tax third install- 
ment due.—Corporation income tax third in- 
stallment due.—Electric light and power 
company tax reports and payment due.— 
Express and telegraph company reports due. 
—Personal income tax third installment 
due.—Property reports from railroads due. 
September 30—Gasoline tax reports and 
payment due. 


VIRGINIA 


September 10—Beer reports from dealers, 
bottlers and manufacturers due. September 
20—Gasoline reports from carriers due.— 
Use fuel reports from dealers and resellers 
due. September 30—Gasoline tax reports 
and payment due.—Use fuel tax reports and 
payment due. 


WASHINGTON 


September 10—Malt product reports from 
brewers and manufacturers due. September 
15—Cigarette wholesalers’ reports due— 
Cigarette out of state invoices due.—Gross 
income tax reports and payment due.—Gross 
operating tax reports and payment from 
utilities due—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. September 20—Use fuel tax reports 
and payment due. September 25—Gasoline 
tax reports (carriers’ also) and payment due, 


WEST VIRGINIA 


September 10—Alcoholic beverage tax re- 
ports and payment due.—Soft drinks tax re- 


ports and payment due. September 15— 
Cigarette use tax reports and payment due. 
—Sales tax reports and payment due. Sep- 
tember 30—Gasoline tax reports and pay- 
ment due. 


WISCONSIN. 


September 10—Alcoholic beverage re- 
ports due—Cigarette reports from whole- © 
salers and manufacturers due. September 
20—Gasoline tax reports and payment due. 
September 30—Gasoline reports from trans- 
porters due. 


WYOMING 


September 1—Bank share tax installment 
due. - September 10—Gasoline reports and 
carriers due. September 15—Gasoline reports 
from dealers and wholesalers (payment also) © 
due.—Motor carrier tax reports and pay- 4 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. = 
September 20—Cigarette reports due. 7 
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